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ABSTRACT 

Intended for curriculum developers, this revised 
Framework presents a set of basic concepts for teaching K-12 
economics. The revision reflects the change and development which the 
field of economics has undergone and includes improvements suggested 
by users of the first edition. The purpose of teaching economics is 
to impart a general understanding of now our economy works and to 
improve economic decision making by students through the use of an 
orderly, reasoned approach. Chapters I, II, and III provide a brief 
introduction to the publication^ discuss the elements of economic 
understanding, and list and describe some basic economic concepts. 
Chapter IV discusses the broad social goals that seem most important 
in the United States toci^y, the problem of trade-offs among goals, 
and the role of self -i 3res <: and personal values. Chapter V 
"Mustrates the use of decision-making model with two economic 
issues involving public policy. The concluding chapter, chapter VI, 
discusses the grade placement of the economic concepts. (RM) 
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The lirst edition ni ihls Framework, the initial volume in i/ie Joint 
Council of Economic Education's Master Curriculum Guide in Eco- 
nomics, was published in 1977 \vi*.h gratifyint^ result.s. It provided the 
foundation for a series of Teaching Strategies that demonstrate how 
to introduce the conceptual framework of economics at various grade 
levels. To date, the Joint Council has published seven Strategies vol- 
umes, and will publish more. In addition, the Joint Council, the Agency 
for Instructional Television, and the Canadian Foundation for Eco- 
.nomic Education have produced two television/film series, Trade-q//s 
and Give & Take, based on the Framework. Both series are used 
extensively in the United States and Canada. The Frame '.^ork has also 
influenced the approach taken to economics in textbo ^'-S and other 
curriculum materials at both the elementary and secondary- school 
levels and has seized as the basis of many state and local programs for 
teaching economics. 

Two considerations led tiic Joint Council to publish a revised 
edition of the Framework: a recognition that the subject matter of 
economics — as of ever>' discipline — undergoes continual growth and 
development, and a desire to make improvements suggested by users 
of the first edition. 

There are many to whom we owe thanks for their coi'lribuiions 
to this new edition. They include the economists who wr(;te it and the 
reviewers of earlier drafts. We are also grateful to the funders who 
supported this effort: The Amoco Foundation. Inc.; Exxon Company, 
U.S.A.: the Calvin K. Kazanjian Economics Foundation, Inc.: and the 
Northrop Corporation. 

Members ofthe Joint Council staff who have worked on this project 
include John M. Sumansky. program director; S. Stowell Symm^^s, 
school services director; June V. Gilliard, curricninm director-; and 
Lawrence A. Mayer and Ester Moskowitz. respect i ly director and as- 
soc i a te director of the Publications Division. 

MK I lAi' I A. \\.\( \ )i AVI'. 1.1, 

President. JCEE 
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As expiained elsewhere in this volume, the experience gained from 
the use of the iu ,1 edition of the Frameivork ^nd the passage of time 
have made it advisable for the Joint Council on Economic Education 
to publish this revised edition. This revision still reflects the heav>' 
emphasis on economics as a way of thinking, rather than a -et of 
answers, which was contained in the /-Report of the National TaskP^orce 
on Econonjic Education, published in I96I. It also reflects the major 
contribution rfW. Lee Hansen, who provided the leadership that led 
'o the flrst edition of this Framework in 1977, We had hoped to have 
- /.Tbert Stein join us as a co-author of :his revised edition, htil his 
busy schedule and other commitments prevented him from donig this. 
Mr. Stein was able to review the revised manuscript and offer several 
useful stiggestions for improvement, however, and we have also ben> 
efited from comments and suggestions from the following people in 
addition to Herbert Stein. 

Beverly Armento Michael A. MacDoweli 

Jean Caidweli Campbell R. McConnell 

George G, Dawson Steven L. Miller 

Rendigs Fels Herbert C, Morton 

Joyce Gleason Saul Rosen 

C. Lowell Harriss Michael K, Srlrmi 

Robert J. Highsmith Robert Strom 

Calvin A. Kent John M, Stimansky 

^lohn L. Lewis William Walstad 

Jiine V. Giliiard, the Joint Council's curriculum director, made a 
significant contribution to our work through her analysis of teaching 
activities in the Strategies volumes. Lawrence A. Mayer and Ester Mos- 
kowitz have provided ext-'^^mely valuable editorial assistance, partic- 
ularly in tne section dealing with measurement concepts and methods, 
Lirida Steinwachs typed and retyped the manuscript. 

We are grateful to all of these people for their help and assistance, 
and we hope that this revision will prove useful to those working on 
the important task of improving economic understanding. 



PmijJi' SA[ ■M)i':Ks. ( 'luiii- 
Framework Revision Committee 



rh»' i)ur])'.)sc of this Frcuncirork is (o prcs'^-i^a a ronc isrlv statc-'ci set of 
basic conct'pts for tc ' hin^ econonucs in schools below. i he college level. 
The Franicivork deiines and describes the concepts that we believe are 
most useful in achievinL^ a lari^er educational objective — that of ena- 
bling students, by the tim.- they graduate from high school, tojinder- 
stand enough econoi^iics to make reasoned judgments about economic 
(|uestions. These include personal economic questions as well as broader 
matters of economic policy that students will face as members of a 
democratic society. Learning to make reasoned judgments about eco- 
nomic questions will help students become more effective decision- 
makers and more responsible citizens, hideed, the most important step 
t:ov/ard imderstanding in ec^onomics — as in ether branches (jf knowl- 
edge — is the replacement of emotional judgment by objective, reasoned 
analysis. 

This edition of the Frameivork volume of the Joint Council on 
Economiic PZduc^ations Master Curriculuiii Guide in Economics is a 
revision of our 1977 effort. Like its predecessor, it is designed primarily 
ior those who construct curricula or who spell out the grade placement 
and most appropriate methods of teaching ec^onomic concepts in K- 
12 classes, it also provides background for ("lassrooin teachers who use 
(he Tcacfiifig Strategics volumes, which form the remainder of (he 
Master Curriculum Guide in l^^onomics. 

Bdef li-iistooy 
of the 

Ll''cJ.L:^U(3'^!/i/0lfl:^^ The 1977 ('d!(iOM of (he lyarucivork i(s ro()(s in (he I9()l Report 

of tfic Naiiofidl Task Force on Kcoiioniw Edueattofi — ihe lirs( system 
ati{^ effort by distinguished ei'onomists and teachers lo give di.^ection 
and sha[je to economic education in grades K— 12. The 1 9() 1 report 
pointed to (he need for more cuul improved econcjniic instruction iii 
element aPv' and secoiidaiy schools, stressed the imi:)orian(^e of taking 
a nio- ' systcMiial ic. reasoned aT);jroach to (he study of economic j^rob- 
lems, oudined wlia! cons(i(u(es '"(he minimal e( (;noni)c undersianding 
for responsible ci( izenship," and oifered a series ot i ecomnienda( ions 
for putting (he Report's conclusions into effect. 

Publication of the Task Force Report led (he Join( Council on 
I^conomic PZducation (JCEE) (o develop a process called (he Develop- 
iiien(a) E:conomic r.ducadon Program (DEEP). The i)EEP process is 
siill in ac^don and much expanded Through i(, the JCEE works with 
school systems to develop curricula for teaching the "minimal economic 
understanding" everv' high school graduate should have, to determine 
how this understanding cnn best be (aught (o students, and (o des- 
igna(e a( which grade levels six'cific economic ma(erials can best be 
used in the (^urriculi:m. 

During the (960s, ec()n()mic educators and teachers — in and ou( 
of DEEP — ("ontiniH'd to develop curriculum materials in c-conomics and 
to ui)grad(* the ca|>al)ility of teachers to work with them. By (he mid- 
1970s, persistent effor(s of economists, specialists in eeonomic edu- 
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cation (economic educators), and teachers to ciarily which economic 
concepts should be taught and how to teach them most effectively 
produced a consensus about what could be accomplished and how it 
should be done. This consensus embraces the ^ollo\vln^ points: 

1. ■ "i understanding of basic economic concepts is more impo:lant 
.iian a hea\y dose of factual knowledge, 

2. Instructional efforts should concentrate on aiding students to achieve 
a fundamental understanding of a limited set of economic concepts 
and their interrelationships. 

3. Students should be given a conceptual framework to help them 
organize their understandini; of economics, and they should be 
exposed to a manner of thinking that emphasizes systematic, ob- 
jecti\'e analysis. 

4. The real personal and social advantages of economic understanding 
become apparent as individuals achieve competence in applying 
their knowledge to a wide range of economic issues they themselves 
confront. 

:dcv^?,rc?jinid of 

'iQ^^ i^i;•CSV0SSO^^lJ The first edition of the Framework has been widely used and highly 

acclaimed. Nevertheless, as the years passed, improvements in its con- 
tents were suggested, some shortcomings in its organization were 
pointed out. and some emphases in economics subject matter changed. 
These reasons impelled us to put forward the present revision. It builds 
on the continuing work of DEEP and on efforts of scholars, teachers, 
and economic educators as they have learned more about the structure 
and content economics that should and can be taught in grades 
K-12. 

First and foremost, the revision incorporates ch.anges suggested 
to us by those who use the Framework extensively in teacher training 
courses and in classrooms. Second, it reflects our attempts to sharpen 
the contents. These improvements involve ( 1 ) a greater consistency and 
|,Mecision in the definitions of various economic concepts: (2) a few 
alterations in how particular concepts are presented; (3) a special at- 
tempt to clarify the measurement concepts and methods; (4) a revised 
set of examples showing how to apply a reasoned approach to particular 
economic issues. Finally, we have added a brief statement on the grade 
placement of the economic concepts, a matter not addressed in the 
original Framework, 

Our discussions and examples focus largely on the kinds of issues 
that have been traditionally treated i:i the discipline of economics. 
However, we recognize that when properly employed, approaches with 
other orientations — such as personal economics— can help students 
learn the basic concepts of economics and how to use these ^'nncepts 
in their own lives and communities. 
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Ecf EliCc^^OrB Wliat is economics all ahout'.^ And what are U:. object i /cs of economic 

education? The rolloWi..g statcmeiit answers tlic lir.s: these tu'o im- 
portant questions. 
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As we stated earlier, we take the objective of economic education 
to be to prepare students for effective decision-making and responsible 
citi/.enship. What do those high-sounding words mean? What kinds 
of economic questions will high school graduates be most likely to 
confront as adults, and in what settings will the graduates confront 
such questions? VvTiat do the answers to such questions imply for the 
kinds of knowledge and skills students will need in later years'-^ 



Regardless of educational backgrour d. adults will be --xposed uj 
a wide variety ol ; onomic questions during their lifetimes. The con- 
clusions they reach will be reflected in how they vote: in the actions 
they take in their workplaces, unions or trade associations, and rivic 
organizations: and in t::e economic decisions they make as consumers, 
producers, savers, and investors. The quality of individual decision- 
making in these situations is crucial to the elTective operation of our 
economic system and to the personal well-being of its members. 



A ^"EED FOR KNOWLEDGE, A SEARCH FOK SKILLS 



If the purposes of economic education are to be achieved, indi- 
viduals must be helped to become intelligent readers of newspapers 
and newsmagazines, perceptive watchers oi television, careful listeners 
to radio, and critical observers of the political process. Such abilities 
require many kinds of knowledge and skills: the capacity to grasp the 
economic aspects of particular issues; a willingness to pursue a rea- 
soned, dispassionate approach to such issues: comprehension of the 
basic economic concepts: command of a framework for understanding 
the economic system; and the ability to combine several elements of 



*'fliis statement on the nature of eronoinics is taken Irom GeorL^r \.' \<>ud Unvh. 
..(ononiic^:: An imiudiiciiun lo Analysis and Fohcij. KKii t ci. .^It ^.uou 
Cliffs. N.J.: Prentire-llall. 1980), p. 3. ECinphasis In original. 
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The State of 

EcLOilOlMiC 



e(V)nonii(^ kno\vk'(ii>(* when addrt-ssii:^ specilic" qiirstioiis. If these ob- 
j('( [i\ es are arhievecl. youni^ peopk* siiouki be aiJe to apprc)a(4i new as 
well as lonH-siaiiciinti eeoncMiiic issues with iMtel)iyri:r - and nnder- 
siandinti. 



rieiila has always been bin i ted. b may become even more limited as 
eiforts are made to improve the teaching and learning of tradi'iional 
l)asic subjcets. As a result, whaiever knowledge of economics students 
acquire comes and will come principally throut^h the introduction of 
economics into other subjects sucli as social studies, history, home 
economics, and business education. Moreover, teachers' sometimes 
limited understandinti ofeconornics restricts the effectiveness of what- 
e\er economics instruction does occur. 



All this said, a few cautions about the present state of economic un- 
dcrstandint; are in order. Recent experience makes it clear that econ- 
omists do not have all tlie answers to the many and varied economic 
issues and cju est ions we confront both personally and as members of 
the lart^er socioeconomic system. Mere are two examples, AlthouLi,h 
economists believe they now have the knowledge and tools to prevent 
massive economic depressions such as tlie one that occurred in the 
1930s, much remains to be learned about how to moderate inllation 
while still holding down the rate of unemployment. And the issue of 
what the extent of the tiovernment's role in our economy should be 
remains unresolved. 

There are several reasons why answers to the problems economists 
confront are not always found. Economic systems are complex and defy 
easy comprehension. Moreover, our ability to know exactly how elTc - 
tively the economy and its component's I unci ion is often limited by the 
diflicultv of obtaininti accurate and timely iricasiirements of economic 
activity. Finally, a v^;i*iety of unanticipated political and social events 
affects economic activity and makes accurate prediction of the results 
of economic decisions very difficult. Unlike the situation in the physical 
sciences, carefully controlled experiments are diflicuit to undertake in 
economics. 

Even if our understanding^ of the economy and economic decision- 
making were further improved, not all disa^tjreements amonU, econo- 
mists H'ould vanish. Certainly, some disagreements will be resolved as 
our undcrstandinti increases. Many will persist, however. t)ecause of 
difUM'cnces in judL^ments about the actual or predicted effects of sprcific 
decisions; still others will endure because individual economists, like 
most other individuals, hold differini^ sets of values, 

.A failure lo distinL^nish between analysis (what happening,] and 
value jud^iuenls (wiiai (ni;//// io be happcnin^j is the soui'ce of mucli 
conlusion in many dis( ussions of economic problems. The first ap- 
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waie of tiie hurdles that must be overcome in raisin<^^ the 
mie understanding — : rticularly throui^fi improved cd- 
e schools. The time Ued to economics in school cur- 



proach. often called "positive economics," aims to understand how the 
economy works. In principle, disputes about positive economic state- 
ments can be settled by facts and evidence. The second approach, often 
called "normative economics," deals with the way the economy, or ^ome 
part of it. ought to work. Normative economic statements cannot be 
called true or false by referring to objective data. Positive economics 
can do much to help resolve economic disputes. However, many ques- 
tions that concern economic j^olicy involve reconciling differences in 
normative values. On normative questions, people must apply their 
capacity to make reasoned decisions based on their own values. 

As this is being written, the discipline of economics is alive with 
controversy and discontent: there are several "schools" of economics: 
there a^e calls for making economic analysis more realistic by explicitly 
introducing more aspects of political science. sociolog>\ psychology, 
law. and the like into the discipline: there exists dissatisfaction with 
how much economists have contributed to improving the economy's 
performance. 

Despite the foregoing shortcomings and problems, we believe that 
the study of economics can give students a richer understanding of 
the world in v/hich they live, study, and work, as well as provide them 
with a conceptual framework for making some of the more significant 
decisions of their lives. 




The essence of economic understanding lies in being able to make sense 
out of the array of economic facts, events, observations, and issues 
that unfold before us. and in being able to make effective decisions 
about ec( .nic issues. j key elements of that understanding are 
the following: 

o Mdsicni ()/ ihc /nisic conccjiis o/ croiu^Jiiics . Like all other disci- 
plines, economics has its own tools of analysis and "language/' anc 
students should know these well. 

o (ipprccicuiiiii /loir llic /;ri rici/jn ' rijjici pis oj fcoiu^iitics rc/a/c 
to t'nc/i oilu-r. Such an appreciation enables students to deal with 
the complex "real world" economic problems they will face as adults. 

o ('i)fuf)r('iu'Jisi()n of I'ur siriK^iurc f/ic ( •cnni ; This comprehen- 
sion should also include a knowledge of how the various components 
and sectors of the economy interact. 

o /\/;f;ir/i ■!'■!(' iif){>iU iiKijor ccononiic c^-wict t/in- - jjoiii i^iii >!ic c.iui : n 7- 
S;:ch knowledge and some understanding of how public and 
prih.unal economic issues relate to each other provide a basis ;or 
grasping how individual actioris shape anc r.re shaped It- economic 
forces. 

o /:,vr/ci\sc ()/ (i j\uis(>Jh-(i (ippfodch ii^ t'cnjm: . , / 1: ■ri:^ti )! is . Economic 
decisions can be reached more effectively if an objective, orderly, and 
reasoned approach replaces emotional, unreasoned judgments. 



An orderly and reasoned approach to econ^ ic decision-making in- 
volves the following steps: 

1. s?M'/ ee- i)ri)})lrjii :)r issue. \V\rdt are te enportant facts? WOiat 
questi()::s of choice are raised? What is / ^ leart of the problem? 

2. / )i'i('nni!U' ill' ' pcrsi ^nai t^i !)r(;(i(l soiKii mi:-. ■ ■: ■ n ii • : i; 'n I . Assign 
some rough order of priority for achic^ eng them. 

Take ac^ cau of the limits on availab:e resourc. :^ and other restric- 
tions thai limit freedom of action. 

I ;;v,,> iiu'lu ' ■ (i!};)r Jiwriis i>\ au ii ee ■ uirr. Which 

coiicepts are most usrf- ] in grasping the essentials of the problem? 

Which concepts ar. wv - : useful in exploring the effect of each al- 
ternextive solution'. 



5. Dccidt' irhicli (ilu'riuiiirc Iwsi lc( to ifw (lUditum-m of die jik.si 
(jodls n- Uic niosi i})\i)i)n(int (loals. v/hich of the solutions seem to 
be most feasible? Which are the most desirable? What are the trade- 
offs among the differr i?oals, that is, how :^iuch of one goal must 
be given up in order lv. ^^incv^e more of another? 

The importance of an orderly and reasoned approach lies in the 
systematic set of procedures it establishes to help students organize 
their thinking about issues— whether in economics or in other sub- 
jects. Although the approach may not come naturally to every^one. its 
applicaMon comes more easily, even routinely, the more it is practiced. 

In advancing the reasoned approach as an essential element for 
solving economic problems effectively, teachers should obser\'e several 
cautions: (1) The phrase "alternative means of achieving these goals'' 
in the third step does not mean students should consider only new 
and different ways of doing things. Frequently, no change, or merely 
a slight modification in the existing w^ays of doing things, is superior 
to some untried proposal. (2) Not every question or new problem in 
economics should be forced into the pattern proposed above; only those 
steps applicable to a particular problem — or to the state of the student s 
knowledge and ability— should be carried out. (3) The application of 
an orderly and reasoned approach should not be permitted to become 
a mechanical exercise. 

•!"I[:iIT;S? '^:.I]Ln]CliS in many cases, use of a tbrnial decision-naking i^rid facilitat-^s appli- 
cation of the reasoned approach. Exhibit 1 illustrates such a ^rid: the 
alternative courses of action {including doinu nothinf^) are listed in the 
linsi column on the Ici'i and the u;oals or criteria for e\'aliiatinLi alter- 
iiaiix cs are listed across the lop row. The intersection ot" the rows and 
columns creates boxes or "cells" which match up each goal or criterion 
with each alternative. The en'aluation marks placed in the cells of the 
i^rid can lake various forms. For example, each alternative can receive 
a n\imerical ranking denotinr^ it- ; ::ility to achieve a goal or criterion 
{say. 1. 2, 3. 4. 5. with 1 cieru)tin^ lowest ability). The numbers are 



EXHIBIT 1 

Sample Decision-making Grid for Systematic Evaluation of Each Alternative mih 
Respect to Each Goal or Criterion 
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written in the appropriate cells; adding ihe rankings row ')v row pro- 
vides a roii^ii measure oi' the cwerall desirability or I'easibility of each 
alternative. Anotlier technique is to place a ])lus si^n ( -r ) in a cell to 
show that an alternative helps meet a ^oal or criterion, a minus sign 
( -- ) to show that an alternati\- ' 'nders meeting a goal or criterion, a 
zero (0} to show that an altcrn. .e neither helps nor hinders, and a 
(luestion mark (?) il" tlu eiTect oi the alternative is unclear. In cases 
where alternatives difl'er in 'he extent of their ability to help or hinJer. 
multiple pluses and minuses can be used. 

A decision-making problem usually arises ix^cause a "do noihing- 
leave things as they are** policy has not led to the achievement of some 
desired goal. Before choosing the "best" alternative policy, it is often 
wise to check to make sure all the major alternatives and all of the 
relevant goals have been considered. Advocates of particular alterna- 
tives often point out only the advantages of their proposals. They fre- 
quently fail to mention other attractive alternatives or the possi^^^e costs 
of their own proposals. Use of a formal decision-making grid lorces the 
weighing of alternatives against all the relevant goals and criteria. Al- 
though the systematic evaluation of alternatives does not assure un- 
animity when goals conflict or evaluations differ, the technique usually 
helps to clarify where the differences lie and the relative costs of alter- 
natives in terms of different criteria. 

Not all decisions involve public policy issues: many decisions in- 
volve personal consumptiv)i : or production situati(uis. Use of th-- rea- 
s(i;km1 cippn^ach and a decision-making grid is apprnpriaU' ) 'uiy 
siuia:ion — public or personal— requiring choicc-makii !^\): exai.iple. 
in the k'sson "Malcciim Decides.'' which appears in '/Yadc-c^/N u.n audic^- 
\ isual series thr .JCEK participated in producing}. i\'^^vsp;ijjer boy 
rrc(nves a 1 -lii certilicate. !"ie can use the ceriilicai" io purchase 
one of several recrt-;inonal items: a model airplane, a bow and arrow 
set. a hockey game, a soi^cer ball, or a portable radio. Since each of 
tiicse alternatives iiun^ts the criterion of costing no more than $15. 
additional criteria are necessar>': Will the item break easily or will it 
last" (durabilitv). Wii! iiis parents ap[)rove of the item and let him use 
it jjarental consent ). Arc there any additional costs? (no other costs) — 



EXHIBIT 2 

Sample l ecision-maksng Grid for Using a $ i5 Gift Certificate 
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v.i^., batteries nmst br purchased for the hockey iianie but are included 
in the price ol' the radio. Will he be able to use it any time he chooses? 
(lull-time use). 

Exhibit 2 shows the completed decision-making ^rivi that Malcolm 
uses to choose the radio. Hy placint^ a plus sign { ^ ) in each cell where 
an alternative meets-a criterion and a minus sign ( - ) in "ach c^ell where 
an alternative does not mcel a criterion. Malcolm sees that only the 
^adio has live pluses. Each of the other alternatives has at least one 
minus. 

Ohen one alternative does not meet all the goals or criteria, or all 
criteria are not regarded as equally important. I3ut, even in such in- 
stances, a decision-making grid c^an help cUiriiy the issues and make 
the decision a more reasoned one. 



iiio iasic C®ffi£epfe 



lu'oiioinic v'oiict'pis arc the bases ol" ('("Oiioiiiic uiicUa-slaiKli iil^ and rea- 
soned (leeisionaiiakina,. I^eononiie ("()ne(*pts proN'ide (lie analyt ic^al tools 
needed to nnderstand and make reasoned decasions about economic 
issues — botli personal and social. They also (onstitnte the basic vo- 
cabukiiy ol (Economics. 

The Hst of concepts discussed bcknv l.icuses on what we consider 
the most basic anion 14 the many (^oncejjts in economics, and we include 
some nu^cisuremcnt concepts and methods ihat are lielj)hil in under- 
siaiUi.iiu and expkiinin^ ecxiuomic pertorniance. lOxhibit 3 lists tli ^ 
basic concepts taken u\) in this Frcunavork. (The table of contents, at 
the be_u;innin_u;or this book, also lists snbsidiar\' concepts that lall under 
tlie basic (H)nc('pts. i 

Althouuh all the (H)ncepts listed in I'2\hi))il 3 arc basic to the at- 
tainment of e(M)n(nm(' inidersiaiidin^. they c\int 'o: all be treateci alike 
in. the iv— 12 cunMcuIuri., Soiik^ arc easier to lear:: because teachers can 
iind a L!,reater \ ariety o! concrete examples ['jv i'.his! rat inil :1i(mii. Some 
concepts ar^' easier to inidrrsiaiid ':)fc;uis(^ tJicir dehiiitious do not 
r^ fjuire prior k'.iowledur of ciiier c()ii: ep:s. C'oi^isecjuenlly. tlies(* con- 
cej)ls can t)e tauL!;ht — with \'ar\'ini^ (ximplexity — early as well as late in 
tlu* K— ri (airri(ailnni. 'iiie reverse is also tru". (/ertaiu coneejots are 
c{Mnple\ and therefo:-(* (\uinol l.^e !anL^ht with all (heii" rciinihcal ions at 
all ii,rade lev els. Some are relatively dilTicult to le;iru because they in_\-olve 
L!,raspina rehit ions iii])s anionic sc\"erai eoiK^vpr.s. Our statement c-ii suit- 
ai)le grade plaetMiuait oi' fiK- e(Uict {:ts a])p'\irs in ('h.iplor 

lEcoraoinniic 

V. L!i:K;./vC jJl>^T^ 'i'he basic economic pi"obiem ( (ai;ronduii, indi\"iduals. ii:r()i]j)s indi- 
\'iduals. and entire so( ieli(*s is tliat ])r<)du(a i\'(* resources are limited 
relati\^e to people's wants. Thus arises the basic^ condition ol' scarcity. 
S(^areitv reciuires people to mak(* c! :\'.cc : ; c^oul b.ov.* (o ut ili/o a\'ailable 
r(\sour(n's most effect i\'el\' in order 10 siWi^'iv their 'A'<(n(s. vSiucH' most 
major economic problems arise -rom the fact ol scarcity, an. under- 
staudiuLl, of this concept is the slm tinLj; [)()irM for an understanding of 
economics. 

Scarcity is the (condition ttiat results from li:e imbalance between 
relat i\'ely nnlimited wants and i he reiat ively limUed rcsour>H's axailablv'* 
for satisiyinti, tliost* wants. No society has ever had enouLih n^sources 
to product' the full amount and xarietv of i^oods and sen ices its mem- 
i)ers wanted. 

Sc^ireitv nec^'ssitates c^hoice. If we can't lia\'e e\ eiA't hiuL!, we wcMild 
like, we must choc^se whidi thni^^s we want most. Thus, both in(li\'i(i- 
nals and socat^ties must e(ait inu(u islv make choices iibout how to use 
the scarce resonrcH's a\'ailable to them. '\'\\v (^oiice{)t of scarcity can be 
understood iiuM'e c^learly by examininL;: the subeoncepts of e(^(Miomic 
waaKs and pro(lu(^l i\'e resouaXH's. 

Q ^10-18 
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3asic Concepts 



FUNDAMENTAL ECONOMIC CONCEPTS 

1 Scarcity 

2. Opportunity Cost and Trade-oiib 

3 Productivity 

A. Economic Systems 

5 Economic Institutions and ificentives 

6 Exchange. Vioney, and Interdependence 

MICROECONOMIC CONCEPTS 

7 Markets and Prices 

8. Supply and Demand 

9. Competition and Market StrLicture 

10. Income Distnbutior^ 

11. Market Failures 

12. The Role of Government 

P/iACROECONOMIC CONCEPTS 

13. Gross National Product 

14. Aggregate Supply 

15. Aggregate Demiand 

16. UnemploymeiM 

17. Inflation and Deflaiion 

18. Monetary Policy 
19 Fiscal Po!'^\' 

INTERNATIONAL ECONOMIC CONCEPTS 

20, Absolute and CofTiparative Advaritage and Darners to Tracu? 

21 Balance of Payments and Exchange Rates 

22 International Aspects of Growth and Stability 

MEASUREMENT CONCEPTS AND METHODS 

Tables 

Charts and Graphs 
Ratios and Peicentages 
Percentage Cfianges 
Index Numbers 
Reai vs Nominal Values 

Averages and Disiiibutions Around the Average 



Econorrtic Wants 

in niodc^rn societies. '.)plc ha\ r :\ wide variiMy of wants, Sonu', 
.surh as those for lav*.- ancl ai'-octicMi. ; not (\isily bo (Massilioci as ooo- 
noniio in natnro, Othors. sn. M ::S to( .iothin^, sholtor, niodioal c^aro, 
ontortainniont , and oven loisuro {'uu-. are wants witli major ooonoinio 
iinplh at i(M"is. Soino wants aro indi\idnal, whereas otliers. such as a 
family s desire Tor i\ lionie or a eliilVs (ie^-.irc^ for a recreation eenter, are 
L!;roiip V ants. Many wants — ^siieii as [ovcjloinil — a.re pri\'a(c\ but 
others are piihlic^ — sneh as sooiet\"s wants for hiL!;luva\'s. education, 
and nationa.l defc^nse. 

For siniplioity, we can say diat ccoi:oruc v/^nls are those that 
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can be satisfied by the c (jiisumpt ion of a /^ood or sen'ict-. Actually, we 
should add the desire for leisure as an economic want , since consumers 
heed leisure time in which to enjoy the consumption of certain i^oods 
and services. Goods are physically tangible thini^s such as food, shoes, 
cars, and houses. Services are physically intanLjible things such as 
medical care, haircuts, and education. One fact that emerges clearly 
in the study of economics: peoples' wants for ^oods and services exceed 
society's capacity to produce them. 

rrodaictsve Resources 

Productive resources (sometimes called factors of production) 
consist of what is required to producr the ^oodsand seiA'ices that people 
want. There are three basic catcL^ories of productive resources. 

HutviAN RESOURCES— The health, strength, education, and skills 
of people. The number of people available for work and the hours they 
work constitute only one dimension of human resources. Another di- 
mension is the level of ability of people and their motivation. The quality 
of haiman resources rellects past efforts to improve skills, knowledge, 
and motivation throui^h education and trainn^*;. The ability of some 
people to origan ize economic activity by takini; ihe risks associated with 
starting a new business or introducing a iuav d;ood or service into the 
marketplac^e in hopes of earning a j)ro(it is ^iveii a special name, ^"en- 
treprtMieursiiii). ' v.lnch comes irom a French word meaning "to un- 
dertake." 

Maturajl resources — The ^L2;ifts of nature that are used to produce 
i^oods and services. They include land, timber, lish, oil and mineral 
deposits, the fertility of the soil, c^limatic conditions suitable for d;rowind; 
crops, and so on. Some of these resources are used up in the [)roC(v-^s 
of production, others renew themselves, while still others can be re- 
newed th^ou^h the conscious efforts of people. 

Capst/:x goods— The buildir^^s. ecjuipment, machinery, ports, 
roads, dams, and other manuiaci urcd and constructed things needed 
to produce or provide access to other L;oods and to sup])ly senaces. The 
varietv c^f capital qoods available and \ they are used rellect the state 
of technoloL^v, which in turn rellccis t\\istiii,^ scitMitilic- and technical 
knowlecii.i;e anci tlic resources devoted io developinu such knowledge. 

2. OPPC "l^^4^1^y COST A1\^D) TRADE-OFlfS 

Opportunity cost is the forgone benelit of the next best alternative 
wlicn scarce resources are used lor one purpose rather than another. 
If we use some of our limited resources lor one purpose, we must liive 
up the opportunity to use these resources lor other jjurposes. Thus, 
the term "opportunity cost" refers to the most desirable of the alter- 
natives not ( hosen. II', for example, a piece of land could be used H,r 
an oflice building, a sports stadium, a department store, or a parkin^d; 
L^ara; the opportunity cost of us in <i: the land for a department store 
is tlie loss of only the most desirable of the forgone alternatives. It is 
either the loss of the oflice building, or of the spcM ts stadium, or of the 
parking .ii:ara.Ue— not all three: which of these is the most desirable can 
only 1/v- determined by more careful in\-estiu.ation. If a youni^ collei^e 
^^liuluau^ clun^ses to become an accountant rather than ;? lawyer or an 
,;u liitect or an enanK'(M\ socic^ty s opportunity cos: is not the loss ol a 




lawyer and an architect and an engineer; opportunity rosi refers only 
to the loss ol" the nK)st inii)ortant of the forgone alternatives. 

Trade-offs . n'olve aeeeptin^ or ehoosinu less of one tiling to t^et 
more of something else. Individuals who choose one ^ood or serAiee 
instead of another, or more of one thin^ and less of another, are nuikin^ 
a trade- off. Society also makes trade-offs, e.i^.. between its need for 
more eneri^v and its desire to presence the environment. Evaluating 
trade-offs, when done Ctirefully and systematically, involves comparing 
\\w costs and benelits of each of the available alternatives. Trade-offs 
made by society also require deterniinint^ how the costs and benefits 
of decisions affect different C^roups within the economy, e.^., the rich 
vis-a-vis the poor, city residents vis-a-vis rural residents, etc. 

Most choices and trade-offs are not all-or-nothing^, propositions; 
instead, ihey typically inx'olve small changes at the margia — a little 
more of this for a little less of that. Decisions about small changes at 
the margin are made mor*^^- often than decisions about bi^ changes, 
and the former are usually easier to assess than the latter. Consumers 
continuously practice marginalism as they consider whether to buy 
one unit more or one unit less of a qood or service in an effort to obtain 
the mix of ^oods and senMces that wiL provide them with the greatest 
satisfaction for their available buyin/j, power. Similarly, producers must 
decide whether to produce one unit more or one unit less of output or 
to hire or lay off an additional worl;' r in order to make the best use of 
their resources. 



Productivity is the amount ol output (i^oods and services) pro- 
duced per unit of input (product i\'e resources) used. Ai\ !ncr(\ise in 
product i\'i I \ means producing more ^oods and services with ihc same 
amount of resources; producing the same amount of ii,o(;ds aixl services 
with i'ewer resources; or a combination of these two possibilities. A 
dramatic example of increased productivity occurred in U.S. ai^riculture 
in the half centur\^ between 1930 and 1980, when output doubled while 
the numoer ol persons directly working in agriculture dropped from 
1 2 million to 3 million. 

While productivity is oftt -i measured or referred to only in terms 
of tlu^ productivity of labor, a [)roper \'iew of the sources of productivity 
incorporates the effects of all inputs to production. The three [)rincipal 
means f^f increasing productivity ;ire: ( 1 ) specialization and the division 
(W" labor. 2] investment in cai:)ital ij,()ods, and (3) investment in human 
capital, liiree of these means often involve a process (^f technological 
change that leads to more (^ilicient production techniques and the 
cre;ilion of more goods and ser\'ices. Sometimes productivity can be 
increased oy other nuMUs. such as reorganizing the work process or 
relocating the product inn site. 

lncre;^,ses in productivity help reduce scarcity, but do not eliminate 
i! eniirelv. Moreo\er. product inct\a,ses themselves entail opp(M-- 
lunitN' costs, sinct^ the rescr.iiC cs used tn enlKuux' product i\'it\- in r.r.r 
tMule;ivor cannot hv empl(\-. d in another. Thus, thrrc Arc boih costs 
and benelits when prculuct ivity is incre;!scd. 

SpeciaEization and the Div^sson of Labor 

Spceializaticn occurs when a.n economic upJt prc-duces a nar- 
rower range of goods ;md sen'ices than it c(^nsumes. Sj)eci;iii/:al ion 
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can he pnunicrd by iiulividuals. business (inns, cities. rt\Ui()iis. or coun- 
tries, kc^i^ions of (H)untries, tor cXcunple. normally specialize in the 
prodiKiion of those .t^oods and services they are best litted to produce, 
L^iven their particular endowiiienl of productive resources. They then 
sell most of what they produ(^e to people livin^i^ elsewhere. cUid buy 
\vhate\'ei else they need from other re^^ions. What they buy may include 
the raw materials needed to prodiu^e the i^oods and sen-ices in which 
they spedalize. Specaalizrition is the basis of trade and exciian^i^e amonii; 
individuals, businesses, (Mties. regions, and (H)untries. Within the United 
States, for example, consumers in its various reiiiions buy and use 
products ori,^inalin,^ in other regions — Idaho potatoes, Florida oranije 
juice, Iowa corn. Calfornia \'ei>etables. Detroit automobiles. Mart ford 
insuran(^e. et(\. — plus products ori^inatini^ abroad such as coUce, ba- 
nanas, tea, (iothin^t^, and cameras. Industries do the same for the raw 
materials, (^omponents, and certain (inished products they need. 

The concept of division of labor is closely related to specialization, 
but usually refers to the process whereby workers pertoriii only a single 
or a ver\' lew steps of a major production task, a.s when workinti; on an 
assembly line. As applied to labor, the concept of specialization usually 
reiers to a persons occupation and the special traininii; it requires. 
e.,i>., carpenter, electrician, computer programmer, mat liemat ics 
teacher, landscape iirciiitect. eye surgeon. 

On the one hand, specialization in all of its forms and the division 
of labor usuaJly increase productivity. On the other hand, ihey also 
reduce seH-sufli(Sencv and incTcase economic^ inicrdependence, thereby 
creatint; a greater need for the ex(iian,^e of i^oods and sen'ices. The 
coucei)ts of interdependenc^e and ex(iiani>e arr discussed in more detail 
later. 

'nvestment In Capital Goods 

Investment in capital goods occurs when savings are used to 
increast" Ibe ^noiuy's producnive ca])a(aty by financMiiij^ the vn^.\^\v\\c- 
tion of iicv/ k.clories. machines, means of C(Miimuni(\ition. and tlie 
like. Saving ocxairs wiien individuals, businesses, and the economy as 
a whole do not consume all of (nirrent income (or output). From an 
individual standpoint, savip,i;s rei^'esent inc^onu^ not spent. M;ich un- 
spciit income may be phuH-d in linancial institutions siu^h as banks 
and savings and loan associations, wliit n in turn make loans to those 
who wish to buv (^apital ^oods or other resources. Individuals may also 
place their savings more direc^tly. by j)urchasinLf newly issued shares 
of corporate stoc^k. bonds, and similar linancial instruments or by 
buyip-ii instruments already issued from others, who may use the kinds 
tbicy receive to buv new issues. Individuals may also contribute to 
pension funds or pun^hase mutual funds and the like. Su( li lunds also 
tvpicallv buy linancial instruments. 

T(^ a lar^e (^xtt^'iu , the nrvMH-ss of sa\ in<j; and in\ est meiit re})rcsents 
a diversion of n:-dueti\'e resources from the outi)ut of Uoods and ser- 
\'ices for curre: (^Misuniption tv) the creation of ui)-to-date. techno- 
loUically ad\au( . '. v apital ^oods that can expand production and increase 
the productivitx i^l human and natural resources. Workers usind; mod- 
ern lo^^in^ and transportation e(iuipinent. for example, can (ait more 
trees and deli\er more lumber than they can prcKluce with lianci saws 
and horse-drawn wai>ons. A secretaiy usini^ a woi d pr(HH'ss(M- c:\n pro- 
duce more letters than one usin^ a tvi)ewriter, wIk^. in turn, can pro- 
duct' more ilian one usin^ a ([uill pen. A pilot can ily more pa.ssen^ers 
more miles faster witi: :i jet plane (: an with a p.roi)t^iler-driven aircraft, 
and so C/ii. 
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Capital floods often cost a iiraW oral of nujiicy and last lor a lonij 
[\im\ lnv(\stin^ in f apital ijoods, then-fore, not only carries the oppor- 
tunity cost of whal else the money v uuld be used for, but usually also 
in\'ol\'es takinij; a risk. For t xaiujMe. if still newer teelinoloLn,- emerges 
cjuiekly or if market (H)nditi()iis (^hau^e. a machine may l)ec(nue obsolete 
before it has p^i^iv . -ci eiiou,<j;li income to pay back those who invested 
in it. Businesses (Imi ijvest in ( apital i^oods, therelore, must anticipate 
;iiat tliey will recei\'e enough income to make it worthwhile to lake on 
(he possible risks. 

aj^vestment !n KuE'tic'iin Capital 

Investment in human capital o(x urs when the healtli, education, 
and uaining of the population are increased through the efforts of 
indi\aduals, businesses, or governments. Good health, education, and 
rele\-ant training all contribute to workers' productivity However, in- 
x'estment in human c^apital, like investment in capit;il ii,oods, also in- 
volves an clement of risk. Individuals who invest time or money in more 
education and training usually beconu' more producti'. c. i^et beiierjobs. 
increase their incomes, and lind ji^reater satisfaction in their work and 
leisure, but these benefits are not guaranteed. Investing in education 
and training also carries opportunity costs because it employs re- 
source's that could be put to other uses. The cost of a college (Education, 
for example, includes not only direct payments for tuition, books, and 
fees, but also t he loss of th(M)utput and in(X)methat (X)uld have become 
available if the student liad been working full time instead of goini^ to 
school. 

Technological Charfige 

Technoto^^kal change can be delined as the incor])orrit ion into 
production of new knowledge and processes that result in ( 1 ] a different 
organization of the production proe(\ss. (2) impro\rin(Mits or tlu^ in- 
troduction of innovations iri capital i^oods. or (3) modiiieations of the 
i^oods and senaces cairrently bein^ produced or the invention and in- 
troduction of new ij,oods and sendees. The word processor a.nd the jet 
plane are but two relatively recent and strikin,^ examples ol ((xhnoloii;- 
ic^al ciiansj;e. Such improvements depend heavilv on basic and applied 
research, assessments of the probable sucxess of a new technolof^v'. 
jilted and knowledgeable experimenters and inventors, and the amoimt 
of saving availat)le to ujidenvrite fhe costs of develo]:)in^ and intro- 
ducaui^ new i'-chnolooj^\ 

inects of Governme^:!- 

h\ addition to the eftects on produc t ivi iv of individual and busi 
n.(\ss decaslons a.bouf sa\"!nL\ and in\'estiuu,, ^overnnient ac^u^r^s and 
policies also play a role. Mistorieally. governments ha\e encviuraL^cxi 
increases in productivity by actions such as .irovidini^ transportation 
facilities, providing educ^Uion. and undenvriunij; or performing agri- 
cultural research., Go\"ernments also (^siablish a framework of law and 
politic\il stability that *uakcs lon^-n ; n private (X)mnntments feasible 
and ])rolitabU\ Howrwr, governments can hamper productivity in- 
cTe:ises if their lav/s or regulations ser\-e part i. iilar groups rather than 
til; u;enend ucli;, e. if tli;*ir tax policies adverx ly aftecn saving and 
iuv i sunent. and if (hey enact [)ric e re<j;ulat if)ns and trade res; rici .^urs 
iha^ pre\'' resources from nrovini^ to tneir most productive uses. We 
(■iscu.ss the role c^l ^o\"ernment in the U.S. eccMiomv in more detail later. 
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4, ECONOMIC SYSTEMS 

People and .societies or^ani/e econoniir life to deal with the basic 
problems raised by scarcity and opportnnity cost throu.uh economic 
systems. An economic system can be described as the collection of 
institutions, laws, activities, controlling values, and liunian motiva- 
tions that collectively provide a framework for economic decision-mak- 
ing. 

In a woiUl of scarcity and opportunity cost, all societies must 
decide the basic economic questions of what ^oods and .^servMces to 
produce, which ones to forj^o or postpone, and when auci how to transfer 
productive resources from one use to another. Decisions must also be 
made about how much effort to devote to increasing total output as 
well as how to divide the total output of a society amon^ its members— 
that is. how to distribute the total real income an economic system 
generates. These decisions all hin.lie on how economic resources are 
allocatf'd. 

There are three basic approaches to economic decisions about 
resource allocation. One is based on tradition— that is. people generally 
rcjX'at the decisions made at an earlier time or by an earlier generation. 
A second is based on command— that is. decisions are made lar^^ely 
by an authority, such as a feudal lord or a government plannini^ agency. 
Authority in a command economy can be exercised in a democratic 
fashion or it can be imposed from above by people whose power is not 
subject to the outcH^ne of free elec^tions. The third is based on market 
prices.* 

A market economy is a system of decentralized decisiou-niakinii 
in which individuals and busin(\ss lirnis. in their various capacities as 
consumers, produc^ers. workers, savers, and investors, participate in 
itie market through decisions that are rellccted in the supply and de- 
mand for various goods and scrA'icx^s. The market "adds up'' these mil- 
lions of decisions about sup[)ly and demand and forges out of them an 
interrelated network of market prices that rellect the preferenc^es of all 
the pcirticapants. Market prices— and the ciianges in tlieni— aci as sig- 
nals to producers, telling them what buyers want. Market prices also 
i\c[ as rationing devices by allcu^Uing produc^tive resourc es and linished 
goods and services among members of society accH:)rding to what buyers 
are willing and able to pay. 

No real-world ecH)nomy i \ pure form of a tradiiional. a cx)inmand. 
or a (iecentrali/ed market nioniv. Ever>' cxisiing ec^ononiy uses a 
diffcrrni 'inix'^ of allocating mechanisms to answer the basic^ economic 
c]uestions. :ind each has somewhat dilferent insiitutions, cHintiolUng 
values, and motivating forces at work which affec-i :lie (operation ol the 
c^cxMiomy. The element of iraditiMu is, for example, most evident in the 
rural areas of the less ci: \elnp ^' couutr)c\^ of Asia and Africa, The 
eleiTicut of command is mos; evicicnt in the Scnact Union and other 
. : iwially planned economies. Deceni ralized or m.- ket decision-making 
IS mv)si evident in the United States. Austraii;:. /anada, and Western 
Luirope: but even among these ccnintrics, consicic r;'.ble dn/ersity exists 



*W:- rlionsc not to usr irrins siu h d.s "U-iKlaliMn." ■socialisiii." ' r..;;^ " iini.sni 
01 '■capiiaiKsiir^ U) clcsciibr (Tono-Me .systems hcrausc- tlu\v hum;, .iinc-cnt 
linnus to clitVeri^iit \)vO])k\ and they cury einotioiui: (n'c-rtCHU-s in 
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in the amount of government planning and in the variety of economic 
institutions. 

Understanding how economic decisions rre made in a particular 
economy requires careful attention to quest ic ii^ such as the following: 

— What is the actual "mix" of allocating mechanisms? That is, how 
many economic decisions are t rad on oriented? How many are made 
by central command? Mow many are left to decentralized market 
forces? 

- AVliat are the most important economic institutions of the society 
and what role do they play la shaping economic decisions? 

- What are the controlling values and motivating forces that coridit :on 
economic behavior in the society? 

- What, if any, significant changes appe. r to be taking place in the 
economic system? 

Finally, it should be noted that people of all societies, regardless 
of the type of economic system, engage in certain basic economic ac- 
tivities. These include producing, exchanging, and consuming goods 
and services, as well as saving and investing so that capital goods and 
human capital can be accumulated to increase output and productivity. 
The distinguishing characteristics of an economic system thus are not 
the economic activities that are carried on but the kinds of economic 
institutit^is [hat exist and the way in which they influence decision- 
making. 



5. ECONOMIC INST1TIIT80NS AND INCENTIVES 



Economic institutions are of several kinds. In addition to house- 
holds ai :i families, there are I'ormal organizations, such as corpora- 
tions, L /ernment agencies, banks, labor unions, and cooperatives. 
There are also customary ways of doing things, such as the use of 
money, collective bargaining, the dominance of men or worrien in cer- 
tain occupations, and the observance of various holidays. There are 
also different controlling valrt^s and beliefs that pervade different eco- 
ncrnic systems. (Some beliefs may be common to most systems.) 

In the United States, the household is ^he typical unit of con- 
sumption. Households differ in size, composition, and the manner in 
which members make decisions. The private firm (which can take var- 
ious legal forr.:s, such as an individual proprietorship, partnership, or 
corporation) is the typical unit of production. These firms may partic- 
ipate in trade associations or employer organizations in seeking to 
promote their own industry^ interests and to influence legislatures and 
government administrative agencies. Workers may organize into labor 
unions to further their interests through collective bargaining and 
political action. Government agencies play an important regulator}^ role 
in the economy, and some governmental enterprises (such as the Ten- 
nessee Valley Authorit\\ the postal system, and municipal bus lines) 
produce £^oods or provide serv^ices directly. Other economic systems 
use different institutions, he Soviet Union, for example, carries on 
agricultural production through both state farms and collective farms 
or commimes. ]n Sweden and Finland, cooperatives are more important 
than in most oiiier countries. By law, worker representatives ser\T on 
the boards of directors of large West Germ.m rcM-po.raiions. Banks exist 
in alnK^^-: ever\' coiurLr\-, and virtually all societies — xcx^pt for some 




hunting aiul ^athcgjn^ irit)es — use some Ibrni of money as a iiiediuni 
of exrp.an^e and a measure of value. 

Ail societies have some s\'steni of property ownership. In tl:e United 
States, for example. pri\ :^t; .vnership of property is emphasized. In 
others, suc^h as China, u,i>vcrnment ownership is the ruk' except for 
some snitill enterprises and personal or household u;oods. Government 
planninu; is highly rentrali/ed and comprehensive in the Soviet Union, 
more decentralized in Yugoslavia, and su^^estive — "indicati\'e"-— in 
France. Some institutions exist only in certain types of economic sys- 
tems, for example, collective baru;ainin^ ab(;ut waives and working con- 
ditions tak( - place only in democTatic industrial countries. 

Cultural traditions of societies also influence the pattern of eco- 
nomic behavior. Examples ran^e from the much-discussed "work ethic" 
of the Japanese, to the nonmaterialist philosophy of certain Buddhist 
countries, and to the seasonal patten of retail sales that are evident 
in most countries due to the occurrenc . of relif^ious or secular holidayii. 

incentives are factors that motivate and influence human be- 
havior. Economic incentives work by offering larf^er or smaller claims 
to ^oods and sendees in order to inlluence people's behavior, usually 
throufc^h financial rewards and penalties. Not all human behavior is 
motivated by ec onomic incentives. Sometimes people turn dou^l hii^her- 
payiUi^ Jobs because of unwillingness to move to a different ideographic 
area. Women sometimes leave the labor force lev considerable periods 
in order to raise children despite the financial sacrifices involved. Be- 
cause people want to preserve existing arrangements, or perhaps do 
sonit^one a favor, business and government contracts are not always 
awai'ded lo the lov/est bidder. The most product i\'e job applicants are 
not always hired, because employers may want either to preserv^e or to 
change customary enipioyment patterns. But when all is said and done, 
economic incentives, the desire to a^tiieve financial or material gain 
and to a\c)id financial or material loss, are powerful motivating forces. 

The pursuit of eccHioniic self-interest is the main motivat ing forcx* 
in market econf^mies. Consumers seek tu allocate their incomes to 
obtain the greatest amount of satisfaction. Producers seek to maximize 
their profits, and this impels them to use the most efficient combi- 
nations of product i\'e resources to proci..ce tlie goods and services that 
ccMisvuners want to buy. Workers s' ck to sell their labor for the best 
return in money wages and working conditions. Sa\'ers seek high in- 
terest rates to earn the most income oi\ their funds. In all these in- 
stancx^s. ;L\'onomic self-interest is the moti\'ation. 

l^rofits are a j)articularly impcMMant incx'nti\'e in a market ecH)nomy. 
Profit is Vv'hat remains after all costs of production have been deducted 
from the revenue deri\'e(i from the sale of gfH^ds or services. It is the 
desire for profit that persuades entrepreneurs to establish new busi- 
nesses, expand existing ones, and change the kinds of goods and ser- 
vices produced (e.g.. from oig automobiles to small ones or vwc versa). 
The profit motive stimulates owners and managers to make businesses 
more efficient, to introduce cost-cutting technologies in production, 
and to compete more vigorcnisly with other businesses for consumers' 
dollars. Pre\icnisly earned profits pro\'ide an important source uf funcis 
for new investment, and thereby stimulate economic growth. Similarly, 
losses (negative profits) are a signal to move resources elsewhere. Thus, 
in a competitive market economy, profits anci losses spur efficiency, 
growth, and change. In. situations where competition is lacking. Iiow- 
ever. the profit motive can leaci to restrictions (^f output. (See the dis- 
cussion on market failures — cxmeept 11 — below.] 




In oduM" (.'CH)iK)iiii(' sysliMiis. iioiuiiarkts i::.\'nii\'('s or loic^rs ai<* 
soiiK'tiiiR'S nu.rc c\'id(MU. In c^oiuniaiul (Honoinics. toi" (■\aiii{)l(\ (lu* 
authorities (MUj)iiasi/:(' \\\v (H)iilril)ution i ividuals <ukI groups (<iii 
make to thr wc^ltarc ol \\\c state' rather i .>tn to their own persoiuil 
interests, hi some earher • )ei( ties. a Miajoi' iiiotix'ation was to glorify 
tlie ruler (e,^.. huilcUnLj pyramids iii IMiaroali's lCi4v])t) or a suj>erior 
heini^te.^.. buikhni>' eat hech'als in medieval ICurope). More recHMitly. in 
Hitlers Germany, "raee** deimnined tlu- extent to which indi\'i(kials 
eonld participate in the eeciuoniy. Whaiex'er the major ineenlix' ^ or 
tbrees may be. they intliienee tlie siriu ture o!'an ecH)i:v':.iic- systei. and 
how it functions. 

I jec\iuse eeonomie inst i tut ions arul (H^onomie incentives j)lav sueh 
a (^entral role in e\'eiy economic system, an uiiderstandini^ of how thev 
work is essential to iniclerstandini> the U.S. ec\)noniy. ill economic 
ck'cisk)ns in tliat e(X)nomy are left to indixadiuils. As wc indicaLed. 
indivickials and businesses Ibrm themselves into orj^ai d self-interest 
groups and use ^i^roup pressure, both in the niarket c.id through po- 
litical proc^essc's. lo achre\'e their u;oals. Since some economic units or 
^rouf.s possess greater power than others, they can have greater in- 
lluence on chanties in the institutional iramework within which eco- 
nomic activity occurs. 



6. EXCHANGE, MONEY, AND jip^'TEIXDEPENBENCE 



As v^'c ha\x^ indicateck i icli\'iduals, groups, regions, and countries 
often speeiali/.e in the production of particular t^oods and in the per- 
formance of particular ser\Mces. 'i1iis leads to the output of more i^oocls 
or sendees than the producers themselves wisfi tcj consume. In sucii 
situations, producers exchange their surpluses f(jr otkier i^oods and 
ser\aces produced by people located elsewhere, and everi'one is better 
off as a result. Indeed, die pi ;iiciple of vokintar\' exchani^c^ is based on 
the fact that boUi sides expect to .i^ain from u"a(k\ If they did not. they 
woukl not trade. 

The simplest k)rm cf exchange is barr.er, or the direcl trading; of 
Uoods or scPMces between people, Since barter is usually iiu/onvenient, 
money was de\^e loped to facilitate exchange. A wide \'ariety of items 
fias been used as money throuLjliout histoiy, i\nci almost anytliiiifj, c^an 
serve as mc/uey so loiij:^ as people are willing to accept it in exchanf^c 
for ^oods and ser\aees. Mon^w need not have any intrins' value to sen'c 
a.s a medium of exciiani^e. ii is peoples' wiiiini^ness to accept it In 
payment that i^ives money its value in the exchange process. In the 
United States today, people are willing to accept both curreniy (metal 
coins and paper bills) and checks in exchange for ^oods and sc-rvi'x's. 
Until recently, commercial banks were the only financial institutions 
P'CMMiiitted to establish checking accounts, and the standard delinition 
of {\\v money supply in the United States used to be that it consisted 
of currency in circulation and checking deposits at commercial thanks. 
Monty held in llicse forms did not earn interest, and it was ccMU'CMicp.t 
to separate 'money*' from other interest -paying assets such a^ sa\MnL;s 
accounts and other forms of so-called time deposits. 

Our linancial system is constantly evoiviniL^. however, and in the 
1970s sa\tiiij;s raid loan associations, mutual savin^^s banks. cTcdit 
unions, and similar "thrih institutions ' bei^an o(Terini> accounis with 
names like "automatic transfer savings** (ATS "negoM^'ble orders of 
withdrawal'* (NOW), and "share drahs.'* All these account'^ consisted of 
interest-navin^^ deposits against wdiich the dei)c)sitor (*oiil rite checks. 
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U" niiin^ in 1982, U.S. banking regulations cilso allowed coir-nK-rcial 
i ks U) pay interest on checkable deposits. Indeed, s' iiuiny changes 
iici\'e occurred in the U.S. financMiil system in recent yccirs i!:;it several 
difierently delined measures (4 the money supply are now -rablished 
regularly by the Federal Resen-e System, whicli discuss in more 
detail later. 

Specialization and exchange reduce self-sunicieiuw, and thus they 
increase interdependenc e. In.Lcrdc;; :u:2dc:::: means dec isions or 
events in one part of tiie world or in one sector of liie econoir^y ailed 
decnsions and events in otb.er parts nf the v.'crlfi luul oilier sectors of 
the economy. Fiad weather in Eastern r:Mr()[)e cim affect sugar prices 
in the United States, and sugar pri'^vs can affect the sales of candy, 
soft drinks, an.d even the sales of mcii ; inen,' used ;o han'est sugar beets 
and sugar can.e in Vi<; ;.)us parts of the world. '^Vage increases in the 
steel industr\' can affecn retail sales in Pittsburgh, the cost of producing 
automobiles in Detroit, luv.': economic con.diuons in many other in- 
dustries and places as well. 



rvIicroeconomicG is the study of the behavior of individual households, 
lirnis, and markets, of how prices and outputs ; -determined in those 
markets, and of how the price mechanisir .. ates resources and 
distributes income. To understand the kip.a . and amounts of goods 
aaid ser\aces an economy will produce requires tliat we know how* the 
prices of goods and ser\icesare determined, hov/ these prices determine 
the pattern of production, and how this pattern is influenced both by 
tlie structure of markets and by government actions. 



Markets are institutional arrangements that enable buyers and 
sellers to exchange goods and ser\aces. A market does not need to have 
a single physical location. Some markets, such as the New York Stock 
Exchange or the Chicago Board of Trade, do have a physical location 
that people can see or visit. Other markets, such as the market for high 
school teachers or the market for new homes, however, do not have a 
specific location. Such markets function through advertisements, let- 
ieis, Lclcphone calls, ccmputer networks, personal relationshin^. ;^nd 
face-to-face discussions in various places. A "market" can be said to 
e:: St so long as there are some arrangements that enable potential 
buyers and sellers to communicate about the exchange of goods and 



services. 



Prices are the amounts of money that people pay in exchange for 
a unit of a particular good or sei-vice, e.g., $2.00 per pound. $12.00 
per hour, $0.50 per quart. $6.00 per dozen, etc. Relative prices refer 
to one price compared to another, that is, to the ratio between them. 
In an actual market, the collection of relative prices constitutes the 
price structure of that market. The collection of price relationships in 
an entire economy constitutes its total price structure. 

Doubling all prices, or cuttir^^^all prices in iialf. for example, would 
not change the price structure (o. :he relative price ratios) in a r.;arket. 
If the price of appl rises from $1.00 per dozen to $2.00 per dozen, 
and the price of oranges rises from S2.00 per dozen to $4.00 per dozen, 
ihe apple-to-orange price ratio is still 1 to 2 even though the absolute 
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■■'j^l: of both items hi^vc changed. A chan<^c i:: :\'K;:, pric es (;C"' 
w'hvn ihv 'j::chcAi^c vi.lic i)ci\vi-en \:- altiTf. li" ilic pvicc ■•: 
apjj. ■■ rises from Si. 00 per dozen to S2.G0 per dozen. liie price (>. 
oraiiL,; :, remains the sarne. there will be a ehan^e in the ai.iple-to-orange 
price ratio, and this change in relative pr. es will eause people to v.'ant 
I' buy frwer a])ijles and mor<' orani^es than oel'ore ihes^- rrla.;i\-e ^jV:(\{-h 

. .an^eci. 

liy ec)rnpariiii2; tiie rela:i\'e [trices \'arioiis prodii'.'; . ( onsin^iers 
can determine which paniciiiar combinaiion oi' ^ooc'> and :-/ices 
v.-f)Li!d he most ad\'aniaL;er);: ;> r :hcm to ■ ;y. By con:i;H:".\.j ih- -\-iaii\'e 
prices of x'arioiis resource.-- \.-ell as the relati\'e prices oi'\-arious uoods 
aaici MTX'ices. business firms can determine whicli combination of re- 
sources they can most advantageously employ to produce particular 
!:^oods and ser\aces. By comparini^ relative prices in different markets, 
cnvners of resources can determine v.'ii ere they can most ad\'antageously 
sell their resources or the ser\aces tiicir resources can supply. 

Relative prices and how they affect people s decisions are the means 
by which a market system provides answers to the basic economic 
questions; What goods and sen'ices will be produced? How will they 
be produced? Who will get them? 

Wfuu U) j)r(}clucc? The gor)ds and senaces that are the most prof- 
itable, 

llow lo proiliirc ifu'jii'/ Ai the lowest cost possible. 
Who irill (jct thciu'/ Whoever is willing and able to pc:y ihe niarket 
price. 

It is important to imderstand how a systerr. of interdeijcndent 
market prices can, without central planning or ''. irect control over the 
decisions of individual producers or consume -s. enable f ' iunlless goods 
and services to be produced and delivered in the quantities desired, at 
the desired places, and at the desired times. This occurs because reh 
ati\'e prices perform three principal fimctions in a market system, 
Tb<e.^e are: (1) an informaticr. function, (2) ;u"i inceative fimction. and 
(3) a rationing function. 

Relative prices and the ratios among them provide the essential 
information consumers, producers, and resource owners in a market 
system need in order to decide whether, what, and how much to buy. 
To grasp fullv the importance of the information function provided by 
j)rices. ima^iirr shopping in a supermarket in v/hich no prices are 
shown for the items on the shelves. Or imagine choosing between two 
job opportunities without knowing the salaries offered by each. Or 
imagine tryang to decide whether to hire a painter to paint your house 
or to do it yourselfwhen you lack information about how much painters 
charge or about the prices of paint, brushes, and other materials, 

incentives 

(/hanges in relative price ratios create incentives for resources to 
mow or be reallocated in a market economy. An increase in the price 
of soybeans relative to the pr;'?e of corn encourage: 'armers to plant 
'■ •ore soybeans and less corn. A s^'.-cboe in the salaries awyers relative 
) those of accountants is an incentive for fewer peopic to go into law 
L«nd more into accounting. Increased profits attract resources in free 
markets, while increased losses produce opposite effects. Profits are 
:he green lights of economic life; losses are the red lights. Just as a 
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•<■]'. ; I ! : ;ft iodine i r'til lie en: ii r' :: ^ cm 
iiuiiis. so a nir t i( )i :! : 



rcc!i!i:\'S both liulus and 

-oarers iw'A) llu-ir iiifiSi '.'akiablc 



'r:.(- ;:iUb('r b i)ri(';' ()f aiiyihinu. {);h(-:" bini^s cciui.k less oi 
II pcr);jK- \'; ■! ^ aiui ai)lo lo buy. b^ b;. i be h ^v-t pncr, 

{be more : wa . ■ wilbiVLi and ai)i(' to i)i:y. . ■-.i.-iiu- .arkcbs 

\v<;\' oi' ;• .ai;^ i a m b v'b rcsoiirc<'s. aocKls, aa; w-^ U) \\\- au;Si 

wiHuiu . U) pay ior iluan. Vi iho o/'au-r . on ai dov v.ai 

sirrci (^>i an receive a hi^luT rent by 'aisint; ba land lor an ub.ce 
building; ratb;. : than ior a parkini; i^ara^e r - a wareianisc the hind will 
)(' us: (l lor an oniee binldini^, and ihe pa. .in<^ Uaaa^e and the ware- 
boi. r will :h' "ratioried out" of this k)eation. 11" 50,000 peopk^ would 
like to see .. rock eone( : i seiiednled lor a liail that ean aceoniniodate 
only 5,000 pi oplc ilc- ai iee of bekeis ean be iia reased until only 5,000 
are willing to pay liiaa. i.)riee: the oiner 45,000 peopk^ will be '^laitioni^d 
out" b\' tlie lnL>h price. 

The Circular Flow of rteso'iL-ces. Ggccis, S.en.ace5, 
.■■:r.;d r/doney Payrrcerats 

On'- way ol" illr.si rat int^ (he overall operation ol a niarla/t economy 
:s baf' 1 a carcibar How diai^ram snc^h as (he one in. Kxliibi^ 4. 'I1ns 
ahibn presents a highly sinipiifieci : A caaew of how a market economy 
opia ates. Owners of resources ibimilies and indivichials* ) supply the 
ser\-ices of their land, labor, and capital to business firms in exclian^e 
lor m(jnc\- income payments in the lorin of wa^es, salarie.-, rents, in- 
terest, and [jrolits. Owners of the resources in turn u .e tie se income 
pavments to pnrcbiasc the linisbed ^oods and sen'ices suj)ijHed by the 
business lirnis. Btisiness linns then use the j)ro(ceds from these sales 
to pay tlic r ■ .oina e owners lor tb • senaces the linns rectave by em- 
pIoyin,a the resources. This is \\o\k \\\v cirtaiiar How of resources, i^oods 
and seI-\•ic(^s, and money incx)me payments is eslablisiied and main- 
tained. 

Payments in the lowta" loop (sometiUK^s called 'ba: iact^tr market) 
.,aj)eai-as income lo the resf ,'aaa'e ' ■■■i ners Vvaio sell produca ive senaces. 
■niM these same pa\'n\(ans api)ear as costs to the business linns ba.M 
5.,,^- rw-Mriiiran'/- ^f-i-\ir<'s bikcwisc. i^avmeuts in the nnner loon (some- 
Mines called tlie product market ) apptuir as costs to the resource owners 
whobuv aoods and sen'ices, hut these sam(^ ])ayments api)ear as income 
!() the business lirms that sell ^oods and sen'ita^s. 

An important point to emphasize is that allf)f tlie monev i)aymenls 
shown in E.\lnbit 4 are (U^termined by an interdeuendenl set oi" market 
prices. In a system of interdependent market prices, even" price depends 
to some extent on even' other [)rice. Ttie prices resource owners are 
lliui^ to pay lor Ihiished ^oods and sia'viccs depend on the prica.'s 
(income) they rec(ave ior the use of their resourca^s. The [)rices ol re- 
sources, in turn, de[)end on how much business firms are willing to 
pav !"or the s(a-vic(- \\\< - ^iirces provicie. ilow mu' ii businesses are 



•Corporations arc also owa.TS oi rcsouna'S. t)iil die owiieis ol a (•orp( ration — 
tb.at is. its slorklu^ld'TS-- .a'c laniihes and iiulnaduals r,?- tluar repres' : lal ives 
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Willi I iL^ to pay lor resources cicj^cncis on tht* prices they rccei\'e lor (he 
linished l^oocIs and senaces they sell, but the prices business lirir.s 
reeei\'e dei^end on what resource owners are willing to pay for ^oods 
and senaces. And so, ronnd and round, the process continues. 

I3oth resource owners and business firms would like to receive 
hii;ii(T prices for what they sell and to pay lower prices for what they 
buy. but this is not easy to do when the prices buyers pay are also the 
])rices sellers receive. As explained in L^reater detail in the next section, 
a market system relies on the interaction between sellers (supply) and 
buyer.-; (demand) to reconcile these conflicting objectives and tc) estab- 
lisii p; in [particular mrirkcts. Competition amom^ sellers i^i\'es bu\'- 
CIS a ch in dccidinij; Iroin v/h.oni (if anvone] to buy. cUid com pet it ion 
amoim bii\'ers ^i\-es sellers a choice in d(^cidini^ to whom (if anyone) to 
sell. 



Supply is a relationshi > between Cjuantity and price. .Supply is 
delined as the different cju; ities of a resource, good, or ser^'ice that 
will be offered for sale at v: us possible prices during a sj)ecific time 
j)eriod. Generally, the high :he price of something, the more of it will 
be offered for sale — and a versa. 

Demand is, too, a re'ai ( iship between (juantity and price. I}e:r.ri::d 
is defined as the differ er.t . i entities of a rescjiirce. good, or seiA'iee that 
will be purchased at va ;us possible prices during a specific time 
period. Generally, the lo' -r the price of something, the more- of it v/ill 
be purchased — and vi( c versa. 

In competitive ma-' f-ts, supply and demand constitute the siiiii 
of many individual dec' ^ n'ls to sell and to buy. The in t(^r; t ion ol'^ uj^piy 
and demand determiii '.he prices and the (luantities \\ \\\ 'clear" 
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conroctiiivo inarkcis. This is illustrated in Extiibit '5. where hypo*: 'i- 
ical dam are provided ior a h\pothietica! product. The data in ihe exi.. >it 
^ire presented in tabular form as si • )ly and demand "sriieduics. Col- 
uiiii*:'-- ■ :;nd 2 of the table constitute ..le supply schccUue. while columns 
2 a::d o constitute ihe demand schcriule. 



iZl c. „ I y >J J U E 






(1) 


(2) 


(5) 


Quantity Supplied 




Cuantlty Dvi.Vi^;^dcc 


by Producers 


Price 


by Consumers 


(millions 0; units) 


(S per uni* ' 


(miii^ons of units) 



) 00 '30 
: 00 -0 

eo 

' 00 70 



Plxhibit 5 sliows li.at the market-clearing price for this hypo- 
thetical product is S4.00 per unit. At any price below $4.00 per unit, 
the quantity demanded exceeds the quantity supplied, and competition 
among buyers will bid the price up to $4.00. At any price abc^^e $4.00 
per unit, the quantity supplied exceeds the quantity demanded, and 
competition amonrj; sellers will cause the price to fall to $4.00. Only at 
a price of $4.00 a unit will the market "clear." with ' ih the quantity 
supplied and the quantity demanded ecial to each oiher at the same 
price. 

The schedules presented in Exhibit 5 can also be used to show 
that 40 million units is a market-clearing quantity. Only at a quantity 
of 40 million units will the market "clear." with both the price sellers 
are willing to accept and the price buyers are willing to pay equal to 
each other at the same quantity. 

The market-clearing price of $4.00 and the market-e. caring quan- 
^ Mv of 40 million units shown in Exhibit 5 will persist so long as other 
l ings remain constant. If there is a change in supply, or if there is a 
( hange in demand — these changes are often described as "shifts" in 
apply or demand—there will be a change in the market-clearing price 
and the market-clearing quantity. An increase in supply, for example, 
would mean that sellers are willing to sell larger quantities at each and 
every price shown in Exhibit 5, This would result in a lower market- 
clearing price and a larger market-clearing quantity. A decrease in 
supply would have the c ^ posite effect. Similarly, an increase in demand 
would mean that buyers arc willing to buy larger quantities at each 
cind every price shown in Ex'.dbit 5. This would result in a higher 
market-clearing price and a larger market-clearing quantit^^ A decrease 
:n demand w^ould have the opposite effect. Furthermore, as mentioned 
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t-arlicr. cnani^es in one marktrt will miffed rtrlativc price ratios ■dnc an- 
tl:'is likfiy to cause changes in otlier markets as well. A higher mcirlv'-;- 
clearini^ price ajici a k)\ver mar; :ei -clearing quantity for coffee, for ex- 
ample, will tend to increase the demand for lea and to decTea^;^' the 
demand for the paper lilters used \n coffee makers. 

The forces of supply and demand work most effectively in markets 
with iarf.^e number of sellers and buyers, each with reasonably accurate 
inforn-at .on. who are competin^^ to sell or buy a relatively homogeneous 
nrodiici. In markets that do not po> all of these characteristics, 
ti^i- forces of supply and demand are modified b}* the struciures that 
prcN'a:! in those n:::rkets. 

The term market structure refers to the extent to which cornpe- 
tii: .n prevails in particular markets. The degree of competition is 
largely determined by the number of buyers and sellers participating 
in the market, the availability and accessibility of accurate information, 
the possibility of collusion among buyers and among sellers, the nature 
of the product, and the ease w*ith which firms can enter and leave the 
market. The structure of markets may also be affected by various laws 
and government regulations, which we discuss later. In turn, market 
structure affects the level of prices, the amounts purchased, and the 
rate of profit earned by firms. 

Some markets are highly competitive. They contain many pro- 
ducers or sellers, none of whom can independently dominate or affect 
the market price appreciably; the possibility of effective collusion is 
small; accurate information is easily accessible; the products sold by 
different producers are homogeneous or so similar that it is difficult 
to distinguish the product of one seller from that of another; and firms 
can enter the industry^ without difficulty. Many farm products like 
wheat and corn are examiji-s. Markets that are less competitive are 
dominated by a smaller number of producers or sellers; individual 
sellers may be able to affect and sometimes control prices; the possibility 
of effective collusion may exist; accurate information is less easily ac- 
cessible; the product of one seller can more frequently be distinguished 
from that of another; and uniry into the industry is usually somewhat 
difficult. The U.S. auto industr>^ is an example. 

The spectrum of market structures runs from highly competitive 
markets to those that contain only a single seller (called a monopoly) 
or a single buyer (called a monopsony). Unregulated monopolies tenc; 
to sell at higher prices and to produce smaller quantities than woulc 
a set of competitive suppliers with the same cost structure, Unregulatec 
monopsonies tend to buy at lower prices and to purchase smaller quan- 
tities than would a set of competitive buyers. 

Economists distinguish still other types of market structures that 
are not highly competitive. Firms in a market strticture with few sellers 
are called oligopolies. Firms in a market structure with lew^ buyers are 
called oligopsonies. The term monopolistic competition is used to 
refer to a market structure that may have a good many firms selling 
similar products, but t he prodtu^ts can be differentiated from each other 
by the use of brand names or c.dvertisir.g a.i^d marketing strategies or 
by malving relatively minor variations in the product. 

Collusion occurs when independent producers agree to coordinate 
their decisions in a manner that restricts competition. When collusion 
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akr^ tiie iorni o;' .:i explicit aii,rcemerH lo lix pricn-s iiiUi . .jitr-' iiiarkrls 
;i lifoup ol' j)r()(iMccrs thai fiirnislu's lari;'- ^ha"{* (>i a [..^vi iciila.r 
}; tlu' un-'iij) is callcci a cartel. 

Wr (io iioi v/ish U) cncoiira^i^e ihv mcnu^ri/ai ion. of icri);- !' )r tlu-ir 
sakr. nor do u'c i\'*A thai it ib ncccssan' :o inn-r)(iiu-.' pr'.-c^olk-i^r 
..rac-nis to \hv cictailrcl analyses used b>' economists to di-/ aiLiuish 
)c-t\vern v^irious market structures. The iniporlant thiiiu lor laese stu- 
:ienis to realize is liiat the prices of Li()(3(ls and senaces as -.wil as the 
aiaiitiiies ohered. which play suc i; an important role m a market 
rrconomy. are affected by the comp^ (: -'.nicture of \'arious markets. 
Whrn confronted by particular maa-i: situ;.i:' students sl^.ould be 
ri;'.'nurat;ed to tr>- to identiiy the type o. niaa-':;.- iruciurc :hat exists 
-lief: te^i Ijv characteristi(\s suc^h as th- number oi'seUers (or imyers), 
no^sfolc F)arr:ers to entrA- int(; the industry-, the :: ■.■ce^- :lMlit_\' •■ aiior- 
lUcitic^"'. 'he i)(jssibilit^- jf collusi\-e action, tiie ciruree of product dit- 
K'reii ion. tl'ie role of ilovernment in the inaik.-. '. and th.e level oi 
; >v( )lri ^ rarned. 



^G. INCOME DBIEIBIETlGN 

In a n;arket econoray. people "s incomes depen iarf^ely on the vv.'. 
of i^oods or .-enaces (includin^ii; labor} they are able r sell in the markcL- 
plaee. People who own larger amounts of scarce re-.ources or possess 
rare talents that are in .^reat demand receive hi.i^her incomes than those 
without su.ch resoi::-ces or t.alents. As explained ear^^^a-. v/iv;^es and 
salaries are payn:ents for ^ -e services of labor: rent is ;.ayment for the 
use of somieones land or property; interest is payment for the use of 
borrowed money; and pront is the return to business enterprise that 
results when the value of sales exceeds the cost of the ^i^oods or seivices 
sold. 

The division of an economy's total income into wages and salaries, 
rent, interest, and prolU is called the functional distribution of in- 
come, since it shows the breakdown of income r-ceived by the Indi- 
viduals and businesses based on the ty^De of resources p/ovided to the 
productive process. A functional distribution of income, of course, does 
not tell us how many people receive each type of income, nor does it 
tell us how many people receive incomes from more than one source. 
For information on the personal distribution of income, we t>T3ically 
classify different population groups by the number of them receiving 

includiiu^ transfer navments. 

Transfer paymc:./LS, which have grown rapidly in recent years, 
consist mostly of payments by government for which the recipients do 
not currently perform producti\'e services, although in some cases these 
payments are related to productive activity that w^as peribrmed in the 
past. The most important transier payments in the United States today 
are Social Security benefits, government employee retirement benefits, 
unemployment compensation, and public assistance such as aid to the 
elderly, aid to families with dependent children, veterans benefits, and 
food stamps. 

Exhibit 6 shows the distribution of personal income l)y function 
and by income level— the latter is given separately for families and for 
unrelated individuals, i.e.. those living alone or with others to whom 
thev are not related— in the United States in 1982. 

Many forces shape the personal distribution of income. Various 
farm, business, labor, and other groups such as the poor, veterans. 
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Sources of Persona! -ncc/.a (Functional Distrijuiic \} 



income "z.■\^'. [^srscn 

Type of Irccnie i r '^'Mons f;-' ) v-;:';'.".! 



Total' 



Distribution of Personal Income 





All Families 


Unrelated Individuals 


!ncc^ 


:MumIj3rs in 


PercerA 


Numbers in 


Percent 




Miliicns 


of Total 


Millions 


of Tots! 


Unaer 099 




GO- 




24 O^o 


S5 000 S9 




^0 G 


7 0 


26 2 


lO.OCO 1Q.999 




24 G 


8 3 


pa 7 


20, 000- 29 999 




23 0 


3 6 




30.000-39.999 


0 7 


^5 3 




.- y 


40,000 49 999 


5 5 


9 1 


u '* 




50,000 -59 999 


2 9 


4 / 


0 2' 


0 7 


60,000 and up 


3 8 


6 2 






Total 


61 4 


100 0=0 


2 7 9 


100 0=. ' 



SOURCE Figures for sources of personal income are iTorn Counc:; of Fc.onorn.c 7\av:b'jrs 
Economic Indicators. July 1983, p 5 those for distribution of persoru: ncomc arc from 
Bureau of the Census, Current Population Reports. Series P-60, No *4rj, July 1983. 
p 1 1 Personal dividend income excludes the parts of corporate p^o^':: pad .r.. 
corpcraie income tax or rotair^ed for use m corporate business 

■f-ipijres do not P'j""' to lOOO percent oecausc of rouncJmg 



ciPxd the eldrrly, continuously seek to expand their sl-iare of total ineon:»e. 
Inherited wealth and practices and customs such as racial and fender 
discrimination also help to shape the distribution of income. There is 
controversy about the distribution of income and the extent, if any. to 
which it should be redistributed from iis original recipients to others 
who are less well off. Decisions about income distribution are made 
through the political process as well as by the operati<jns of the market 
economy. 



3 I. MAflKET FfitLyP.ES 

Markets vv^ork best when they are reasonably competitive, when 
buyers and sellers have access to sufhcient reliable information, when 
resources are relatively mobile and free to move from one use to another 
in response to changing conditions, and when market prices reflect 
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the fv.ll (.x)Sls and benclits incurred in prodiicing and exchanging goods 
and :~ :-ices. Market "failLires" occur wnen there are signiiicant devia- 
tions I'roin iliese conditions. The main forms of market iailure are 
iiiadeci;: .:v competition, lack of access lo reliable iniornuiiion source 
imniob:.. /. externalities, and the ne-d :'or public goods !i.e.. .:,oods or 
sen'k'cs ■ f^overnniein supi^lies becai.;;-i' ike market eitiier does ::ot 
k. or supplies liiem in i':sukicient amounisi. We ck:-css 
rack of Ik ■ in turn. 



A mat-ket r-'/siem relies on competinon lo give bu::i buyers and 
■llv TS a choice in deciding with whom to exchange and on v/hai terms 
• o make such exchanges. Without competition there is no guarantee 
:]iat scarce resources will be allocated to their m^ost productive uses. 
Inadequate competition is, therefore, a serious problem in a market 
svstem. Yet maintaining competition is not always easy. In markets in 
which there arc few buyers or few sellers, the buyers or the sellers may 
more easily collude to fix the prices at which they are willing to buy or 
sell. Even v/hen a large number of sellers exists, a form of price fixing 
may occur, especially if the government helps, as it does in important 
segments of agriculture. Competition in some markets may be lessened 
through policies of price leadership exercised by one or a few iinns or 
bv "conscious parallelism" in price policy. In still other markets, in 
which it may not be efficient to have large numbers o^ producers of a 
particular good or ser\'ice. v/- , .nd natural monopolies s; . . as various 
local water and gas companies. 



Inadequate knowledge of market conditions on the part of con- 
sumers, workers, and business managers can adversely affect the de- 
cisions thev make and the efficiency v/ith .vhich the market mechanism 
allocates resources, goods, and s^-n'ier^.. Consumxcrs. for example, may 
not be well-informed about ihe quality of products or of alternative 
products available. Unemployed workers may not know of job oppor- 
tunities in unfamiliar labor markets. Business managers may not be 
av/are of changing demographic patterns or changing economic con- 
ditions. Yet in many of these cases it may be very difficult or extremely 
costh^ for individuals to seek oot reliabl*^ informafinn on their own. In 



such situations, public provision of information can lead to increased 
efficiency so long as the additional benefits to consumers, workers, or 
business managers exceed the government's additional costs or trouble 
of acquiring and disseminating the information. 

Llesoisrce ImmobiSity 

/Vnother condition that can impair the functioning of the market 
mechanism is resource immobility. Workers, for example, may not be 
able to move from declining to expanding industries because they lack 
the specialized skills required or the money needed to relocate them- 
selves. Business firms may have iiivcstment iunds tied up in obsolete 
equipment and machineiy and be unable to take advantage of new 
investment opportunities until the old equipment is paid oil. 




Z;-:teriiaiii:es are the positive or ne^an\'e side effects that result 
when the production or consumption of a good or scnMce affects cp.e 
welfare of people who are not the parties directly invoh'ed in a market 
exchange. A positive externality in consumption, for example, may 
result from the acquisition of additional education by an individual; 
v/h^'n put to proper use, additional education increases the productivity 
of ii.at individual, and society- as a whole thereby benefits. A negati'/e 
externalit}' in consumption occurs 'hen cigarette smokin.g by one in- 
:]ivldual has detrimental effects on *"!^n'.r;'-;ers. A posii.. e externaliiy 
in production occurs, for example, v:.. . constructed to generate 
v lectrlc power provides flood control for downstream residents and/or 
creates an attractive lake Ibr scenic and recreational purposes. A neg- 
ative externality in production r/-curs when a factor}' discharges smoke 
or other pollutants into the air 'jr into rivers and streams. 

Positive externalities are sor::etimes called "third-party benefits," 
and negative externalities are somei.mes called "third-part\^ costs." Since 
external benefits and external cos:=:> are not reflected in the market 
prices paid by buyers and received by sellers, an unregulated market 
system underproduces goods and ser\^ices that yield externa: benefits 
and overproduces goods and ser\'ices that impose extd il costs. 

Public Goods 

Most goods and ser\'ices produced and exchanged in the market 
are "private goods," which producers can v;ithhoki from would-be con- 
sumers Vv^ho refuse to pay (that is, people who do not buy are excluded), 
and whose consumption by one person or family makes them unavail- 
able to others (that is. consumption is not shared). Public goods are 
those the government supplies in situations involving nonexclusion 
and/or shared consumption. 

A "pure** public good is a product or service producers cannot 
withhold from consumers who refuse to pay (nonexclusion), and the 
consumption of the product or service by one person does not reduce 
its usefulness to others (shared consumption). National defense, for 
eA;:mple. cannot be provided exclusively to those who are willing to pay 
for it nor can it be withheld from those who are not able or not willing 
to pay, Likev/ise. in some situations, one person's use or consumption 
of a good or service does not prevent Its concurrent use by others. The 
illumination that one. person receives from a street light, for example, 
is not diminished by others* use of the same illumination. 

Goods such as national defense, street lighting, and flood control 
are not adequately provided by the market system because private busi- 
nesses will not produce things that people will not pay for. and because 
individual consumers are reluctant to pay for goods and sen-ices that 
benefit nonpayers in the same way as those who pay. 

Public Policy Llesponses to ft^^arkei FarFwre 

Governments have adopted various policies to deal with the several 
types of market failures described above. Antitrust laws and public 
regulatory agencies attempt to deal with inadequate competition. Pub- 
lic provision of information and st.iu'stical dal.^ wl --n private provision 
would be prohibitively expensive can remedy quate knowledge; 

consumer protectiori iav;s can have a simi! -n- efff ^ Relocation allow- 
ances, favorable tax treatment. leiraiTiing p:')grams. nd the Ice. can 
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Icssrii resource immobility. Tiixation C:;h'.;c)iiraL;t's 'he production of 
floods ciiui S'TV'icrs that impose external costs, anci M-.:j:-!Clics encourage 
ill'/ prociucnc.ii oi i^oods and s(-n-iccs Uuit provide external benefits. 

.'iiblic polit ies aimed at correciini^ market failures do not always 
work out as intended, ho^vever, and under certain c ircumstances ef- 
[nr\s [() corr/ct market failures can tbemselves become sources of inef- 
liciencw V/iicn tins happens, "i^overnrnent failures"' mciy i)e said to 
occr:!. (Wr,'crnment failures can occur when specicd-intcrest groups 
. rA-vi uiidue inlluence on trie political proco- •.ind - cur'- ciuvania^es 
for iliemselves that theycannoi obtain in the niarK'-tplace. Go\'ernme::i 
aUcnc ies ofien develop an in: rnal dynamic of their own as the\- compete 
for adcliii^-- 1 staff and inili vic^e. Since they are not subject to the 
tests of m UUT losses and bankruptcy that lend to eliminate inei- 
licient operations in private-sector markets, inefficient government 
agencies mav remain intact indefinitely. Managers in the public sector 
seloom 0ziri from saving the t^Lxpayers' money, l- an agency fails to 
.spera oil of one year s appropriation, it^^ ise for a larger budget or 
even the same budget next year m.ay be v .;ened. Finally, there is an 
element of compulsion in the public ^;eeto^ that does not exist in con: 
peiiiive markets. If the majority— eiiiier directly or through the legis- 
lative process— decides to pursue a part icular policy, the minority must 
acquiesce and help pay for its costs, e\'en if the minority strongly dis- 
agrees, in a democracy, however, the minority can reverse the policy 
if it is able to convince enough legislators or if i;ie minority becomes 
die majority. 



il. THE ROLE OF GOVERNMENT 

All societies w.usi establish some framework of law and order to 
safeguard their e: \:tence, A market economy could not iunction with- 
out some protection of property rights and enforcemen! of contracts. 
But. once this generrd point is m : le, there is room for debate about 
which laws and rules are necessary or desirable. In a market economy 
Inisiness firms and resource owners are encouraged to compete vigor- 
ously in pursuit of their own self-interests. Bat what if thev do not 
(^ompete fairly? What if they agree to fix prices and restrici output? 
What if they lie ( r cheaf'^ What if they sell spoiled meat or impure and 
therefor" flangerous drugs without informing buyers? 

So\..r argue that in the long \un the marl, i itself punishes such 
practices. The liars and cheaters will {ind It re.-: ,. 'Jv difficuU to 
iin.d customers. As their tactics are found out anci :is information 
gels around, fewer people will do business with them, aid they will be 
punished in the currency of the m.arke^nl ice— by monetary losses. While 
such punishment may eventually take care of those who violate the 
principles of fair competition, tni3 ch "s little to redress the harm done 
in the victims of those practices. Few people take comfort in learning 
that a particular drug w^hich impaired their nealth is losing sales or 
that news of illness caused by spoiled meat contributes to the economic 
demise of an unscrupulous competitor. 

All but the advocates of a completely unrestricted market system 
admit that some ground rules are necessary to keep competition within 
acceptable limits. Yet, when it comes to a specific issue, the matter 
becomes one of intense controversy. Should there be standards for 
weights and measures? Laws to forbid child labor? Health and safety 
regulations? Farm price supports? Zoning regulations? Minimum wage 
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hiws'.-^ Snould the government enforce truth in advrrtis;- C'eriifv i..^- 
purity '^f Ibod and druLjs? 

Beyonci esiabiishinij and enforeinii cerlain "rul. - oi' the aanie" i: 
r; ononiic life, i^overnmeiit activities in the U.S. econoinv todav can be 
classified into several catci^orif^s: prescp/inc; and fostering competition 
lantiLriist laws), reijnlatin^ natural ..lonopolies, providing information 
and seiTices to enable the market to work better. re^Uulating external- 
ities, providinij certam public goods, offerinn scjme measure of eco- 
nomic security and income redistribution t(; ;ndividuals, assuring a 
sound inont taiy system, and promoting overall e - stabilitx* and 
growih. All of thes - activities in\'oive some elemriii cji controversy; all 
(-nt.'iil ci: .east soiUl' . .penditures: and. as men!:(^n,xi in the previous 
section, all contain potentials for government fai:ures tiiat somewhat 
parallel private-market failures. 

Good- .uKl ser\'icL\s provided by governments (federal, state, and 
local) are paid for by taxes or by borrow! :ig i^rom the public, TcLxes are 
mandatory' payments to governments. Prcp'::'tionai ia;ies take t±ie same 
percentage of inconiC from people in all inc{^::ie g^-oups. Progressive 
taxes take a larger percentage of income from highcr-incom.e groups 
than from low^ r-income ones; the feder.d income tax in the United 
Stales is an example of a progressive tax. degressive taxes take a larger 
percentage of income from lower-income groups than from higher- 
income ones. Sales taxes and most excise taxes are examples of re- 
messive taxes, since low-income groups tend to spend a larger per- 
■ 'ntage of ilieir income on taxed items than do high-income groups; 
::)e latter tend to save a ' :rger proportion of their incomes. 

Cc^'emmenls m the CSrcuEar How of Resoiiiirces, Goods, 
Se. ces, and Money Payments 

I^xhibit 7 presents a more complete diagrammatic, overview of the 
circular flow of resources, goods, ser\'iceo, and money payments in the 
United States today than Exhibit 4 presented earlier. Governments 
have been added to the circular flow shown in Exhibit 7. This exhibit 
indicates that resource owners sell the services of some of their labor 
and othci' resources to governments as weli as to business firms, and 
that bus:Ties.s firms sell some of their finished goods and services to 
governments as w dl as to individual resource owners. Exhibit 7 also 
shows that governments collect money payments from both/Dus^ness 
lirms and individual resource owners and also make money payments, 
including transfer payments (see concept 10, on income distribution), 
to bo ill of these groups. V. -n Exhibit 7, however, is a simplified overview 
of how our ('conomy operates. It does not show the saving and bor- 
rowing in finanr.ir;! ^narkcts by individuals, businesses, and govern- 
ments, and it docs not show vrade with foreign nations. 



Macroeconomics is the study of tlie functioning of the economy as a 
whole, and it deals mainly with the total output and. income of the 
economv, the total level of ( inployment, and movements in the average 
level of all prices. The heart of macroeconomics consists of analyzing 
the determinants of ag^gregate supply (th( ^al productive capacity of 
an economic system) and of aggregate dei:.and (the total spending "^v 
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EXHIBIT? 

Governments ii't the Circular Row of Resources, Goods, Services, and iHloney Payments 



-"^--Ei|> Money Payments (Sales Dollars) cr: 
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ecouomir units on the goods ard services produced). In the short run. 
the main problem in macro L^conoinlo.^; is why aggregate demand some- 
times c>:ceeds aggregate supply, thereby bringing on inflation, and why 
aggregate demand someiiines falls sho^t of aggregate supply. therol:y 
bringing on unemployment and deflation — or at least less inilation. 
Over the long run. macroeconomics is concerned primarily w.;"' < co- 
nomic growth — increases in the productive capacity of the econoinv 
■<\nc\ in .:L\e real income per person. 



Gross NationaJ Product (GNP) is the most inc ive measure of 
the^^conomy s output. GNP is defined as the market value of ih^- total 
output of final goods and services produced in one year. If periods 
shorter than a year are used to measure output, the results are usually 
converted to an annual rate. It is important to reco:^nize that GNP 
measures the flow oj output and not the stock of wealth. (The stock 
of wealth consists of the assets that are capable of producing output 
in the economy at any given time.) It is also important to know that 
GNP coimts only final goods and services produced Jor the market. 
Most nonmarket production, such as the unpaid work of homemakers. 
is not counted in GNP. Intermediate sales of goods and services among 
different firms are excluded from GNP in order to avoia "double count- 
ing/' If a fanner grows wheat and sells it to a miller, who grinds it into 
flour and sells the flour to a baker, who then bakes the flour into bread 
and sei'is the bread to a consumer, how much has the economy pro- 
duced? It has produced one loaf of bread, which is all that is counted 
in 0 / P because the bread is the final product of the foregoing c min 
of economic activity. The wheat and the flour are intermediate prod- 
ucts. It would be a mistake to count the wheat and the ilour and the 
bread in GNP. since the value (price) of the bread already includes the 
value (price) of the flour and the value (price) of the wheat as well as 
the value of the farmer's and the mf -.T s and the baker s services. When 
calculating GNP. the value of all goods and services purchased from 
other producers is subtracted from the sales figures of each producer, 
and thus only the value added at each stage of production is counted. 
The sum of the values added at each stage of production is equal to 
the price at which a unit of the final product is sold to its ultimate 
user. 

"Nominal" or "money" GNP measures the output of goods cVAd 
ser\"i':es in terms of the current prices paid to buy the output. "Real" 
GNP measures the output of goods and services in constant prices, 
that is. in the prices prevailing in a particular year. (See the discussion 
of real vs. nominal on p. 49.) Comparing GNP in both constant and 
current prices enables us to distinguish between changes in nominal 
GNP that are caused by actual changes in output and changes in nom - 
inrJ GNP that are simply the result of changes in prices. 

Real GNP is the most comprehensive measure of an ecoiiomy's 
output of goods and ser\'ices in one period compared to a ■ ' Other period. 
Economic growth is usually defined as an increase ir: real GNP or, 
more meaningfully, in order to take account of population growth, as 
an increase in real GNP per capita, that is. in the amount o: ^oods and 
sen'ices produced per person. 
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14. AGGREGATE SUPPLY 



Aggrcga. f^upply is the total amount of goods niul sendees (real 
GNP) produced by the economy during some stated period of time. The 
upper limit on aggregate supply is set by the productive capacity of the 
economy when all its resources are fully employed. While the economy's 
full-employment productive capacity is substantially lixed at any mo- 
ment of time, past experience suggests that it normally grows as time 
goes on because of increases in the labor force, improved education 
and training of workers, more saving and capital investment, discovery 
of new resources, and technological advances. 

Since the economy does not always operate at full employment, 
estimating its full-employment producUve capacity is dilficult. Some 
individuals have stronger attachments to the labor force than others, 
some machines can be operated prolitably when their products com- 
mand certain prices and not at lower ones, and individuals and busi- 
nesses can change the number of hours they work in response to 
changing incentives. Some economists, therefore, have developed the 
concept of an aggregate supply "curve." which relates the total amount 
of goods and ser\^ices produced to other variables in the economy such 
as the average price level or the actual or expected real incomes of 
suppliers of resources. Not all economists agree with this approach to 
a^g^gregate supply, however, and much of the discussion and debate in 
macroeconomics at this writing is over the existence, shape, and be- 
havior of an aggregate supply cur\^e for the U.S. economy. 

As indicated earlier, an increase in productive capacity often re- 
quires giving up some current consumption in exchange for future 
increases in output and income. This is true for individuals (who can 
postpone entering the labor force in order to obtain education, skill, 
, .nd training that will make them more productive in the future); for 
businesses (which can retain part of their after-tax profits to buy new 
machinery rather than paying out all of their after-tax profits to their 
owners); and for governments (which can raise personal taxes to cut 
cons , iption and use the money to finance basic research and devel- 
opment projects, new highways, public training and retraining pro- 
grams for individuals, etc., or can encourage the enhancement of 
productivity by granting tax reductions to business lirms that buy new 
plant and equipment). A persistent question in macroeconomics is how 
much of our resources should be devoted to increasing our productive 
capacity as opposed to how much should be spent on current con- 
sumption. 



?'5. AGGREGATE DEMANH:^ 

Aggregate demand is the total anv.nmt of spendinu. on goods and 
sen'ices in the economy during some stated period of ihne. There art- 
two basic approaches to examining aggregate demand. One is to view 
a^ggregate demand as the sum of total consumer spending by individ- 
uals and households (C). investment spending by businesses for new 
plant and equipment and lor ad(";:!:ons to inventor}' (/), and spending 
for goods and ser\'ices by governir nt (G). In this approach, aggregate 
demand is expressed as C r / ■ o. A second approach is to view 
aggregate demand as rellecting the siock of money {^^] multiplied by 
the velocity of circ ulation (V). The velc city of circulation is defined as 
the number of timers the average dollar (consistinL; ^^f checkable deposits 




as well as currency) is spent on final ^^oods and sendees. Vdocity can 
be calculated by dividing GNP by the average stock of money during 
the time period covered by GNP. In this approach, aij^re/^ate demand 
is expressed as M x V. 

It is important to note that the C ^- / -t G and the A/ x ^approaches 
to a^re^ate demand simply express two different ways of looking at 
the same thim;. Since, by definition, both C ^ / ^- G and M x V are 
equal to a^^ jgate demand, this identity can be expressed symbolically 
as: C + / ^ G = M X V. As we explain later, government fiscal policy 
(concept 19) influences aggregate demand by working on C. /, and G, 
the variables on the left-hand side of this identUy, and government 
monetary policy (concept 18) influences aggregate demand by working 
on M and V, the variables on the right-hand side of this identity. 

16. ONEMPLOYMENI 

Uneraployr.nent is defined in U.S. statistics as the number of peo- 
ple without jobs who are actively seeking work. The unemployment 
rate is the number of people who are unemployed expressed as a per- 
centage of the number of people who are in the labor force. The labor 
force consists of people at least 16 years of age who are employed or 
actively looking for v/ork. A high unemployment rate usually means 
that there are also idle machines and other unused means of production 
in the economy. The existence of unemployment does not imply that 
the basic problem of scarcity has disappeared. Rather, it implies that 
the nation is not using its scarce resources as effectively as possible. 
This is reflected in the opportuniti' cost of unemployed resources, which 
is the 1' ss of all of the goods anr? ser\'ices that these resources could 
be producing if they were emp; yed. Moreover, unemployed workers 
lose the income, respect, and seli-esteem they would enjoy if they were 
working. At the same time, the rest of socieiy is confronted with the 
problem of what, if anything, lo do about providing support to workers 
v/ho are not earning any income of their own. 

Not all people who are unemployed have lost their jobs. Some 
voluntarily left their previous po.sitions and have not yet found new 
ones, others are looking for work for the first time, still others previously 
leit the labor force and are now returning to it. Likewise, not all people 
v/ho have lost a job are counted as unemployed. Job-seekers who bc- 
eome discouraged and quit looking for work, for example, are consi.:^ 
ered to have left the labor force and therefore are not eoimteci as 
imemplow^d. 

Wide differences exist in the unr 'nyment rates of different c:\)ups 

in the U.S. labor force. The unemp lent rate for teenagers 1(5-19, 
lor example, is usually about three ti...es as high as that i'rv ihe labor 
force as a whole. An increase in ihe percent of the labc^ orce that is 
under 20 years of age, therefore, might be expected , result in an 
increase in the overall unemployment rare, and vice -rsa. 

Since the absolute size and composition of th. labor force can 
change in response to different economic and social nditions, manv 
economists have begun to emphasize che employmc i ate as well as 
the unemployment rate. The employmer.t rate - det; i as the percent 
of the ; uirc population age 16 or c\cr that is ei: ^loyed. The U.S. 
Bureii. 1 i.abor Statistics, which issues the nation s r: 'ployment data, 
now piiblishes this measure as well as the more ian i:neniployment 
ate des(M-ibed abvue. 

Because peo[)Ie can beconK^ uneniplo\'ed {"or diHereni reasons. 
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economists sometimes distinguish between frictional unemployment, 
structural unemployment, and cyclical unemployment, 

Frictional unemployment is the more or less unavoidable un- 
employment that occurs in a market economy as people change jobs, 
new entrants into the labor force seek tlieir first job. and people are 
temporarily laid off from seasonal jobs. 

Structural unemployment refers to people who are unemployed 
because their present ability, skills, training, and location do not "inaich 
up" with available job openings that reflect lUc basic structure of the 
economy. Changes in consumer preferences, clianges in technology, 
the expansion of new industries and the decline of old ones, and shifts 
in the economic roles of different geographic regions, all influence the 
economy's structure and. hence, the types and locations of ewailable 
jobs. If new jobs require different skills and training than old ones, 
and if they are located in different parts of the counJrv. structural 
unemployment may result. 

Cyclical unemployment is unemployment associated with changes 
in the overall rate of economic activity. As the economy contracts, the 
total demand for goods and services falls, ond this causes unemploy- 
ment to rise. Contrariwise, durmg economic expansions, the total de- 
mand for goods and serv^ices rises, and this causes unemployment to 
fall. 

Cyclical unemployment explains major fluctuations in the econ- 
omy's overall unemployment rate, but the changing size and compo- 
sition of the labor force and the exisrence o^" frictional unemployment 
and structural unemployment have made it difficult to get agreement 
on a specific numerical target for *Tull employment" in the U.S. econ- 
omy. Wbiile a lower unemployment rate may seem desirable, some econ- 
omists have recL^ntly focused oi: vvnat is called the "natural rate" of 
unemployment to serve as a policy target. This is the level of unem- 
ployment consis^en;: witli a SiaDle rate of inflation, and it occurs when 
the actual rate of inflation is equal (o the expected rate of irJlation, 
Under these conditions, increasing ag^^regate derrxand to reduce un- 
eniuloynieut belovV the natural rate may lead instead to more inflation. 

During the iale 1970s and eariy 1980s the U.S. economy was 
[)lagued with boih high unemployment and rapid inflation at the same 
time. This caused many economists to -e-evaluaie traditional economic 
policies that have been used to deal with such problems. 



11. INFL/ITION AND DEFLATION 

Inflation is a sustained increase in the avera.i^e price Wvel of the 
entire economy: deflation is a sustained decrease in the average price 
level of the entire economy. Prices in some markets (e.C-. pocket cal- 
culators) can fall even in times of inflation, and prices \n s, .me markets 
(e.g.. medical care) can rise even in times of deflation. But it is not the 
change in individual prices that determines the exteni to which an 
ec^onomy is experiencing inflation or deflation: ii is the upward or 
downward movement in the average prices of all goods and services 
combined that determines the extent of inflation or deflation. 

As the price level rises during an inflation, a dollar buys fewer 
goods and services than before. Hence, inflation reduces the dollars 
real purchasim^ power. As the price level falls duriim defiaiion. a dollar 
buys : --r'C goods and services tlvan beibre. Hence, deilation increases 
the dollar s real purchasing power. Because money is -ased as a unit 
of account arid as a medium of exchange in most ccoia aes. changes 



in the purchasing power of mone\' generally have several adverse con- 
.yjquriv ^\s. SiiK\ inflation has been a mon^ "-rious problem than de- 
flation ii. recent years, some of the adverse consequences of inflation 
deserv^e mention. 

Inflation can produce misleading information in business ac- 
counting. Since business is conducted in money terms, figures using 
changing prices can give deceptive signals. If goods and materials that 
firms bought at lower prices must be replaced at higher prices, profit 
figures are often overstated if the profits are calculated on the basis of 
the lower prices. Such a calculation implicitly assumes that goods and 
materials can continue to be purchae d (replaced) lower prices when, 
in fact, they cannot. Depreciation charges bas:-''! or: the original cost 
of equipment may not provide sufiicient funds U: replace this eauip- 
ment after it wears out if inflation has caused equipment prices to rise. 
Firms that do not, or cannoi, increase their depreciation charges vviH 
find it difficult to maintain, let alone expand, their investment in capH :! 
goods. 

Inflation hurts people living on fixed money incomes and people 
who have saved fLxed amounts of money for specific purposes such as 
financing their childrens' college education or their own retirement. 
Inflation hurts people who have loaned out money at a rate of interest 
that did not include an allowance for an increase in the average price 
level. Lenders in that situation are without protection against a decline 
in the purchasing power of the loan when ii is repaid. People who 
borrowed money under the conditions just mentioned benefit, since 
the borrow^ers will repay their loans in dollars that have less purchasing 
power than the dollars originally loaned out. In general, if long-term 
contracts are negotiated in fixed dollar terms, buyers tend to gain and 
sellers tend to lose during periods of unanticipated infiation. 

In large part, as suggested above, the adverse effects of inflation 
depend on the extent to which inflation is correctly anticipated and 
the extent to which it is unanticipated. If inflation is correctly antic- 
ipated, contracts can be negotiated to include "inflation premiums." 
Such premiums are designed to protect lenders and other recipients 
of future money payments from declines in the purchasing power of 
the money to be repaid to them. Lenders, for example, will insist on 
higher interest rates if they anticipate inflation, and the greater the 
infiation they anticipate the higher the rate of interest they will ask. 
Borrowers who agree to the lender's terms presuiuably share similar 
anticipations of inflation. However, it is often difficult to correctly an- 
ticipate a future rate of inflation, and if a mistake is made, there can 
be an unintended gain to either the lender or the borrower, depending 
on the direction of the mistake. 

In addition to increasing the possibility of misleading accounting 
statements in business reports and of capricious windfall gains or 
losses of real income, inflation also encourages ''shortsightedness.'' 
Under inflationary^ conditions, predicting future costs and profits of a 
major investment that will take a long time to pay off. such as an 
electronics plant or an oil refinery, becomes an even riskier process 
than otherwise. In general, the increased risks and the higher interest 
r?.tes that acconipr.uy inflation tend to discourage long-range planning 
well as invesinient in long-term projects. These effects, in turn, 
iiiiider the expansion of the economy s total productive capacity-. 

Inflation can occur for se\w'ral reasons, and economists somet inie,- 
iMstinguish between demand-j ;iil inflation and cost-push infiation. 
i'.'oples' expectations, and th.e way [heir expectations are formed, also 
may infiuence the occurrence and rate of inflation in the ecxMiomy. 
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Demand-pull iriflatiriu occurs '.vhen af^^^reffate demand in the 
economy increases faster than ths economy's productive capacity at 
full employment. If agjircgate demand exceeds a^ii^ref^ate supply, the 
average prices of goods and sen-ices are pulled up by the "excess de- 
mand Demand-pui'. inflation is generally assoclat( d with rapid m- 
creases in a nation's money supply, and is often described as "tuu much 
nionev chasing too few goods," - , r , <• 

Cost-push inflation occurs when higher prices lor the tactors ol 
production increase costs. Most sellers try to push ihese higher costs 
on into higher prices even if there is no change in aggregate demand 
in the economy. Supply shocks, such as widespread and severe crop 
failures or the sharp increases in the price of oil instituted by a cartel 
that were experienced in the 19705, can be sources of cost-push intta- 
tion if these shocks lead to reduced supply and higher prices through- 
out the economy. 

Price expectations and changes in them can also influence the 
rate of innation. If consumers, investors, and businesses begin to an- 
ticipate more inflation than currently exists, that expectation can make 
the anticipated increase in inflation a self-fulfilling prophecy. If con- 
sumers think that prices are going to increase, for example, they may 
rush out to buv before the prices go up. "-his increases demand and 
speeds an inllationan' spiral of prices. C; if businesses, workers, and 
lenders raise prices, wages, and interest rates lo match the anticipated 
inflation, other sellers will in turn tr>' to protect themselves by raising 
their prices. Infiationary expectations can play a key role in generating 
and maintaining infiation. ' 

We still have much to learn aboul the process of inflation, as wen 
as about its relation to other macroeconomic problems such as eco- 
nomic orowth and unemployment. Wl^.en conflicts occur, dilemmas in 
economic policv arise. Should policy, for example, be aimed primarily 
at achieving long-run price stability or high employment? Primaiy lo- 
cus on avoiding inflation may mean higher employment, '^rimao' focus 
on reducing unemployment may generate increasing inflation. Such 
dilemmas are especially hard to deal with because of their political 
implications: high and rising rates of unemployment or inflation, or 
both, are likely to adversely affect the party in power. 

13. {140NETARY POLICY 

Monetary policy seeks to affect Uic amorm of money av^.-labk -i^ 
the economy and its cost (interest rates). Mo.)-!a'.y polic " ■ ■ 'he re- 
sponsibility of the Federal Reserve System, a quas - widepenoe. . ■■ncy 

of the federal government. 

As we have indicated, exactly hov.' -inoney" should be dei'..ie:. 
ihe U.S. economy of today is uncertain. Tia ii .rrc.west deficit ; .. r 
monev (known as M- 1 ) is the sum of currency iras.u!. eaeckable d-pi. : 
in banks and other financial institutions, :.:!d travelers' checks. C 
rencv is printed or coined by the federal government, hut the bulk ; . 
the nation's money supply, checkable deposits, is creaieu by the lendni u 
activities of banks and certain other financial institutions (see r.;:-. 
paragraph). In addition to checkable deposits, however, other financial 
assets such as monev market mutual funds and savings accounts, are 
easilv convertible into cash or checking accounts. Figures for broader 
definitions of money (known as M-2, M-3. etc.), therefore, are published 
in addition to those for M-1. 

The financial system increases the money supply by makir.g k ans 
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to Individuals, businesses, and governments. These loans appear as 
new, additional checkable deposits in the borrowers' checking accounts 
and thus increase the spending power — or aggregate demand — of the 
nation s economic units. All institutions that take checkable deposits 
are required to keep reserves — in the form of vault cash or deposits at 
a Federal Reserve Bank — behind a stipulated portion of the checkabie 
deposits they hold. Control ov^er the size of these reserves is the principal 
but not the only means by which the Federal Reserve carries out the 
nation's monetary policy. If the Federal Reserve provides (inancial in- 
stitutions with more reserves, their ability to lend to the public is 
increased, thus making possible growth in the money supply and in 
aggregate demand. Conversely, if the Federal Reserve holds down the 
amount of reserves or lowers its additions to them, the size of the 
money supply and of aggregate demand are restrained. 

Monetary' policy today is a subject of considerable controversy. 
Economists are divided on what Federal Reserve policy ought to be and 
how it should be executed. Conventional wisdom once said that the 
Fed should "lean against the wind" — that is, increase the money supply 
when aggregate demand falls and the economy needs stimulation, and 
hold the money supply down when aggregate demand rises and inila- 
tion threatens. Such a policy, it w^as felt, would enable the Feder-al 
Reserve* to keep aggregate demand at a level that would promote price 
stability and encourage a more stable and desirable level of economic 
growth. More recently, how^ever, economists who believe in the tlu 017 
of "rational expectations," and another group of economists known as 
"monetarists." have argued that it is not possible for the Feck': : :>' ^-^/e 
to he effective by Ibliov/ing a "lean against the wind" policy. ' iic ratior, ' 
expi; iaJonists argue that wlvnever consumers, inv^..- and busi- 
nesses correctly anticipate sli s in economic polic], . 'Li V will act in 
ways that will offset the effects of such shifts. Moneta: ;:^vs believe that 
the Federal Reserve should take a long-run view and sieadily increase 
ihc money supply at approximately the same rate as the grov/th of the 
nation's productive capacity. They believe the Federal Reserve should 
not attempt to make trequent short-term changes in the money supply 
in respoi'St* to changing economic conditions. The monetarists feel 
tiiat chai::^'.^s in nionetarv^ policy create more econoniK' instability than 
would a lixed policy of steady moneianv' expansion. These differences 
of oninicni, plus mrrent probleins with delining and controlling the 
nione\- supply, hu ." / t^een making the task of conduct ing effective nion- 
(^tar\' T^ianrigenieiu d diflicult one. 



Fiscr:! ::>olicy consists of chang(*s in tax(\s, in government ex- 
penclitnres on goods and services, and in transfer payments that are 
designed to alTect th(^ level of aggregate ciemand m tlie economy. F'iscal 
policy can als(^ be used t(' rovide incentives for increasing aggregate 
supply, sucl: as when s])(.\'ial tax concessions arc provide i to lirms 
that in\'est it- new plant and equipn :Mit. or when low-cost student 
loans iwv o!' ircl in order U) t^ncouraL^r people to pursue a college ed- 
ut^at ion . Alii loiigh th(^ president Uwikes proposals rt garciinu tiscal policy 
in his annual budget messagt^s. the Congress of the I'van^ci States is 
iargely responsible for ultiniau* decisions on iiscal pi-li. y. 

When the government indt^.ises spending on gor- :s and t^v\'\\cv'- 
or on transfer payments but does not increase tax reccius cx)rresnonci- 
inglv — and if no other signi:;< ant chai^-Ues occnr — tc^l.-l a;^L;rcgate de- 
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mand will rise and the economy will experience more employment of 
its resources or more inflation or both. Conversely, when government 
reduces expenditures without reducing tax receipts, aggregate demand 
will decline and the economy wiil experience less employment of its 
resources or less inflation or both. Similar effects can be obtained by 
reducing or iiu leasing tax receipts while holding government expend- 
itures constant. A reduction in tax receipts will raise people's disposable 
income and thus increase aggregate demand in the economy. An in- 
crease in tax receipts will reduce people's disposable income and thus 
lower aggregate demand. But those who emphasize rational expecta- 
tions (mentioned in the previous section) argue that to the extent that 
people recognize what these policies are intended to accomplish, fiscal 
policy can work effectively in the manner just described. The mon- 
etarists (als. .nentioned in the previous section) argue that fiscal policy 
will not be effective unless it is accompanied by appropriate changes 
in the money supply. 

Apart iVom the theoretical differences among some economists, 
the actual task of altering government expenditures and tax receipts 
to promote overall economic stability and growth has proven difficult 
to carry out in practice. It usually takes a long time to get legislation 
through Congress and signed by the president, and changes in taxes 
and spending often become entangled with questions of income dis- 
tribution and political expediency as well as with questions of macro- 
economic stabilit}' and growth. The large federal deficits of recent years 
also make it increasingly difficult to coordinate monetary' and fiscal 
policy for the purpose of stabilizing the economy. Thus, as with mon- 
etary policy, we still have much to learn about fiscal policy and how it 
can be best used to achieve macroeconomic objectiv-^;. 

Ecoi'boibIc 

COEUCSptS International economics is the study of economic relationships among 
nations, including international trade and investment and interna- 
tional monetarv' relations. In general, economists use the same tools 
of analysis to undersuuid the world economy as they do to understand 
a national economy. These iiu lude opportunity cost, specialization and 
exchange, markets and prices, supply and demand, and competition 
and market structure. The principles underlying trade between coun- 
tries are the same as those underlying trade between regions within a 
countr\'. Capital and labor move between countries for the same reasons 
they move from one part of a coi,intrv' to another. Inflation and un- 
employment may spread around the world just as they do around one 
countrv'— and for similar reasons. Special problems, which do not exist 
within a country, arise in international economic relationships, how- 
ever, because the world is divided into more than 160 political units. 
Most of these political units place restrictions on international trade 
that they do not place on dome \c trade. Since almost ever>' country 
has its own monetan' system, tnere must be a "linkage mechanism" 
permitting people and businesses in one countr\' to change their money 
into the currencies of other countries with which they wish to carr>' 
out economic transactions. This "linkage mechanism" is the network 
of foreign exchange markets, in which different currencies are bought 
and sold at a "price" called the foreign exchange rate. 
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20. ABSOLUTE AND COMPARATSVE ADVANTAGE 
AND BARRIERS TO TRADE 



Economists use the c^oncepts of absolute advantaf :\nd com- 
parative r.dvantagc icj explain why trade takes place between eounirles 
(and between different regions in the same country). These conceius 
are based on the differences between the opportunity cosi s of produi inf^ 
goods and services in diflerent areas. 

Productive resources r distributed unevenly around the world 
just as they are within a ce,..iitry. These d^irerences in resource dis- 
tribution give rise to differences in opportunity costs which rr.-ike it 
desirable to specialize and exchange. For example. Wyoming has ' pen 
spaces suited to cattle-raising but has few people whereas Rhode Island 
has little space but many skilled workers, a situation that makes it 
worthwhile to develop industry. Thus. Wyoming has an absolute ad- 
vantage over Rhode Island in cattle-raising while Rhode Island has an 
absolute advantage over Wyoming in industry. 

If necessarv\ Rhode Island probably could raise cattle and Wyoming 
could develop industry. But the opportunity cost of raising cattle in 
Rhode Island would be the loss of a large amount of industrial output, 
and the opportunity cost of Wyoming s using its existing resources to 
develop industry would be the loss of a large amount of cattle produc- 
tion. Each state would be worse off than if each specialized and traded 
with the other. 

The concept of absolute advantage explains why trade takes place 
between countries with very different economies, such as raw material 
producers like Malaysia, which produces rubber, and industrialized 
nations like Japan, which produces machinery. But the greatest vol- 
ume of iiitiTnational trade today is actually between countries with 
rather similar economies — that is. between the industrialized nations 
of North America. Western Europe, and Japan. To explain the basis of 
this trade we must use the more sophisticated concept of comparative 
advantau \ This can best be understood by considering it first in the 
conicx' i individual specialization. 

Sharon Smith is a top-flight advertising executive. It happens that 
she can also type faster than any of the secretaries in her offices. Yet. 
even though she is superior in both skills, it would still pay Ms. Smith 
to concentrate on her advertising work and let a secretaiy type her 
letters. An hour spent typing is an hour not spent on advertising work, 
and the opportunity cost of this for Ms. Smith would be very high. So 
she will concentrate on the skill in which her comparative advantage 
is the greatest and let the secretary specialize in the work in which her 
disadvantage is the least. In this way the total output of advertising 
work and t\^ping will be greater than if each person tried to do both 
jobs. 

Applying comparative advantage to countries, it will pay the United 
States, for example, to specialize in producing jet aircraft and ieave the 
manuiacture of lace to Belgium, even if the United States can make 
both products more cheaply than Belgium. The United States has a 
greater margin of efficiency over ::3elgium in jet aircraft than in lace, 
so the opportunity cost of diverting productive resources away from 
aircraft and into lace would be very high. 

Among nations as among individuals and regions, the concept of 
comparative advantage relates to the opportunity cost involved in pro- 
ducing more of one good or ser\'ice and less of another. If each nation 
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si)ecializes in the production and rxp^.. ){ those /^oods and sen'ires 
in which it has cither an absolute or comparative advantage and im- 
ports from other nations those <^oods and sen'ices in which its advan- 
tage is either nonexisterii or less, several important consequences follow. 
World production., world economic growth, and cfliciency in the use of 
limited resources will all be maximized. As a result, consumers eveiy- 
v/here will have access to a ^^reater anioniit of ^oods and senac^es at 
lower prices. 

In principle, internation; iraded ^oods and services should be 
sold in competitive markets . )rices determined by sup[)ly and de- 
mand. Just as they do in a doi; economy, prices in international 
markets ''tell" producers what ii profitable to produce and "tell" con- 
sumers on v.-lia' it is r.dvarUa^iJeou.- to spend their money. The chan^in/^ 
pan I i.i of prices in international trade slvi^ld tiius determine what 
will oe produced, how it wili be produced, and to whom it will be 
disiributed as these prices interact with the mechanisms that [ici form 
these same functions within different countries. 

In fact, however, international markets ar >et by n>orc com- 
plexities than domestic markets. One reason is tliai most L^overnmients 
erect artiiicial barriers to the free How of ^oods and servaces and pro- 
ductive resources. These barriers to trade include tariffs or s[)ecial 
taxes on iniOia ied ^oods, quotas, import licenses, export subsidies, 
state tradi!!.. . liu- formation of cartels, controls on the freedom to ex- 
chan;:^e currencies, and restrictions on immigration. Such obstacles 
distort the p:,Utern of prices, production, consumption, ar.d the dis- 
tribution of income in international markets. If the United States re- 
stricts the iwiportation of Japanese cars and Phili[)pine su^ai , for 
cj^^miple, the production of American automobiles and su^ar will be 
encouraged. American workers and sugar growers will luive more jobs 
and higher incomes, but American consumers will pay higher prices 
for cars and sugar, and American exporters of aircraft and cotton, for 
example, m.ay suffer reduced sales to Japan and the I^hilippines. Pat- 
terns of production in all three countries may ^ " \nge in an undesirable 
wav. with productive resources moving \'r(> .iiore cfdcient into less 
efficient uses. 

Monopoly also sometimes affects international market;:. The gov- 
ernment of the Soviet Union, for example, has a monopoly in its foreign 
trade. Consequer/i: fc^reign private businesses that engage in trade 
with the Soviet Union find themselves dealing with one seller (a mo- 
nopoly) or one buyer (a monopsony). Sometimes international prices 
are rigged by international agreement among governments, as i.s done 
with tin through the International Tin Agreement and with oil through 
tlie Organization of Petroleum Exporting Countries (OPEC). 

I'i. EXCHANGE RATES AND THE BALANCE G-iF 
PAYMENTS 

An exchar 'c rate is the price of one nations ciuTcncy in term:- 
of another nations currency. (The British pound may be worth SI. 50 
in U.S. dollars, while the German mark may be worth SO. 40, etc.). 
Whefi exchange rates change, both the level of domestic economic ac- 
tiv'vv and the international il-w of goods, sei^'ices. and productive 
rtsoi.irces are affected. 

Some forc'/^n exch.ange markets are completely free, which means 
that excliangc rates a.re determined by the play of supply and demand 
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t'P.iunatiiiLi; from many buyers and sellers. In other foreign ('Xehanj:fe 
iViarkets, governmenis inter\'erie to influence exchange rates. A gov- 
ernment may actually lix the rates for its own currency by re(|uirin^ 
all th(;S(^ who earn fo? -i^n currencies to surrender them to a Uovern- 
nicnt authority at a ;oveT-nment-determmrd exchanue rate. The gov- 
ernment then rations or sells the (^iirreiu ir^ taken in at fixed prices to 
those who wish to make paymenis af)roLJf!. Othrr ^overnmenls may 
''pei5"" their exchange rates by bi vifvj; or sellin^t^ their own currencies in 
torei^n exchange markets in siiflica-nt quantities to maintain a L^iven 
set of rales 

From 1946 lo 1973, under (he Bretton Woods agreement, which 
was t !gr.-ed by most of the v/orld s eoinit rics, governments did intervene 
continuously in foreign exchange markets in order to maintain a world- 
wide system of fixed exchange rates. Since ! 973, rates have been more 
or less flexible. Governments have been int^ i s cning in foreign exchange 
markets periodically or sporadically rather than continuously. Because 
rates neither i^oat freely in response to supply and demand at all times 
nor are Ibced, this practice has been called a "managed lloat." 

An alteration in exchange rates can have a significant effect on 
the fiow of world trade as well as on the domestic economy of a cor uy. 
If, for example, the U.S. dollar strengthens in terms of the German 
marK (DM) with the exchange rate moving fioni say $1.00 ecjuals DM 
2.00(DM l.OOeqn.^l-eO.50) toSl.OO equals DM 2.50(DM 1.00 equals 
$0.40), German goocis v/ill become cheaper for Americans. They can 
now obtain DM 2.50 for $1.00 instead of DM 2.00. This v/ill cause 
German imports into the United States to increase. Meanwhile, U.S. 
exports to Germany vv^ill fall because the change in exciiange rates has 
made the U.S. dollar more expensive in lerms of German marks, caus- 
ing imports from the United States to becoVne more expensive to Ger- 
mans. These changes in exports and imports will stimulate employment 
in Germany and may reduce employment in the United States. But fhe 
greater supply of German goods will help hold down inflationary^ pres- 
sures in the United States. (If the U.S. dollar weakens in terms of the 
German mark, the effects in each countiy will be reversed.) 

The balance of payments (B/F) of a countrv' is a statistical ac- 
counting wf ich records, for a given period, all ihr payments dial the 
residents, businesses, and government of or^e (^ountiy make to the rest 
of the world as well as all the receipts which they receive from the rest 
of the world. Just as the GNP accounts provide information on the 
functicming of a national economy, so the IVP h.elps a nation to un- 
dersuind the state of its economic relationships with the rest of the 
world. It also helps nations to make appropriate decisions about their 
policies concerning world trade and finance, 

'fhe transactions recorded in the B/F are commonly separated into 
two portions: the current account and Wr: capital account. The current 
account includes exports and imports of merchandise, receipts and 
payments relating to sendees such as tourism, shipping, banking, and 
insurance, income received from investments abroad, investment in- 
come transferred abroad to foreigners, payments and receipts in the 
form of royalties, government t^oreign aid given or received, military' 
spending abroad and receipts from such spending, and international 
transfers of pension payrne:-;^ as well as charitable contributions. The 
cap' ^1 account coi^'^ists of m^ .ements of long-term capital betv.'.?en 
com. tries, such as business investments and purchases (^f .stocks, and 
bonds, as well as of short-term capital mcvemci..ts— which ohen consist 
mainly of banking transac^lions. 



The terms "deficit" or "surplus** commonly used in reference to a 
count!y*s B/P usually designate the relationship between current ac- 
count receipts and payments. If receipts are less than expenditures, 
the country is running a deficit on current account. If receipts are 
greaicr than expenditures, the country is running a surplus. Deficits 
or surpluses in the current account may be offset in the capital account. 
A surplus or deficit on the entire B/P is recorded as. and results in, a 
gain or loss in official government reserves — chiefly gold ^nd holdings 
of foreign exchange. 

A study of the B/P reveals much information on the state of the 
demand for and supply of currencies in foreign exchange markets which, 
in turn, as we have seen, determine exchange rates. U.S. imports, 
investments abroad, foreign travel, and military spending for troops 
stationed in foreign countrie^r^, ior example, all add to the supply of 
dollars in foreign exchange markets. These dollars constitute part of 
the demand for other currencies, say. Japanese yen. When foreigners 
buy our exports, visit this country, or invest in the United States, or 
when foreign businesses, banks, or governments repay loans to Amer- 
icans. then foreign currencies are being supplied and dollars are being 
demanded in foreign exchange markets. In a free market, the dollar s 
rate of exchange for foreign currencies depends on the relationship of 
both sets of demands and supplies just described. In this regard it is 
important to emphasize that it is the B/P as a whole, and not any one 
item taken .^.eparately. that is importan:. The state of the balance of 
trade (exports-imports) alone, for example, does not determine coun- 
try's supply of and demand for foreign exchange. That is determined 
by all payments and ail receipts taken together. 

21. INTERNATIONAL ASPECTS OF GROWTH AND 
STAEStlTY 

The international economic concepts of comparative advantage, 
barriers to trade, exchange rates, and balance of payments are more 
important today than in the past because all nations are now so much 
more interdependent. The international transfer of investment capital 
iind technolo^^>^ from rich, developed to poor, less developed countries 
(LDCs) where capital and mo^* rn technok are scarce is vital to both 
: 0 LDCs and the entire worla . jonomy. International investment takes 
;iace through both private and public channels. Private investments 
are made by busiiiesses. particularly large multinational corporations, 
as well as by private purchases of foreign stocks and bonds. Public 
transfers of capital are made by governments through foreign aid pro- 
grams and by official lending by international organizations, of wiiich 
the World Bank is the largest. 

hi some cases the flow of labor a toss international borders cari 
also promote economic growth. This was true during the years of un- 
limited immigration into the United States in the nineteenth century. 
More recent examples are Australia aftcT World War II and the flow of 
Italian and Turkish workers into West Germany in the 1960s. The large 
volume of Mexican immigration into the Uniced States, bo^h legal and 
illegal, in recent years reflects the working of the market mechanism. 
Labor is flowing from an area where wages are relatively low and job 
opportunities relatively limited to an area where wages are relatively 
high and job opportunities relatively plentiful. 

Like economic growth, both inflaiior; and imemploymciit— so im- 



portant in WestrTu industrial /lalions — arc no longer purely donieslic 
plicnomrna. 'Vhty can be— and arc— transmitted iVoni on ^-ountrv to 
another through Hows of trade ana money. If the Uiiiteci Slates and 
otli(»r Western industrialized nations go into recession, as iii ^' did in 
1974-75 an(i H")81-82. for example, the incomes of their cit i/cn.s and 
the output o! Lheir indu^^trics drop. Their imports decline. This decline 
hits many I^'ss developed countries hard, for they depend heavily on 
sales ':>f tlieir priinaiy products (copper, bauxite, su^ar. wool, and the 
like) to the industriah^ed countries. Fallint^ sales and prices brin^ the 
reces.^ion to the LDCs. Their forcii^^n cxchantfe earnings fall: they are 
unal)le to pay for needed imports: and they may become unable to repa\' 
tliCir debts— or even ilie interest on them. Thus, worldwic e lecession 
tends to bec^ome a cumulative process. Conversely, if the economies of 
industrial coui.j ii ies are all booming, the d^'mand tor pri- iar>^ products 
increases hi w )r!:i markets, and the proauct pric rise. Such booms 
also tend to cumulate. 

In theory, he major industrial powers dieting in concert could use 
monetar}^ and fiscal policies to maintain high-level oiitput and em- 
ployment without inflation. That would help achieve world economic 
stability at high levels of output. In practice, countries usually fcjliow 
somewhat different — and sometimes incompatible — monetary' and fis- 
cal policies that frequently resuK in different lates of growth and in- 
flation {or deflation) and thereby produce fluctuations in foreign 
exchange rates. 

In sum, the complex world economy can be understood by using 
much the same concepts of economic analysis as for a domestic econ- 
omy. The special problems of the world economy arise because the 
world is divided into numerous countries. Each has sovereign powers 
over the flow of goods, srn/ices. capital, and peor;ie across its borders 
and each has its own monetary and fiscal policies which influence 
exchanf^e rates and the balances of payments aminig nations. 

(Cosi^epts ^nd 




Economists and other analysts use a number of measurement concepts 



and methods to explain economic developn;ents and assess economic 
performance. Many of these are included in the mathematics curric- 
ulum, though in some cases they are described there using somewhat 
different terminology. The same concepts and methods can be taught 
with an emphasis on their applicability and usefulness in understand- 
ing .CO' nics rather than by following the more traditional approach 
of drawnig examples almost exclusively from the physical sciences and 
enginee '*ig. 

TABLES 

Tables are used to present numbers in a concise fashion and to 
reveal particular relationships among sets of numerical data. Tables 1 
and 2 illustrate two ccivim'^i forms of presentation. The title of each 
table provides a general indication of its subject and/'or purpose. The 
source note below the (able states where the data come from: lettered 
footnotes present qualilk^ations or mo^''/ detailed explanations as needed. 

Table 1 is a time series. 1 ables of this kind show data by time 
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liOTiS of persons) 



rotai Sector 



SOURCE f/onlhiv LaCior R(tv;(:v. Decfyr.tjr.' 
;98.V ^. 63 



IXM-iod— day, month, quarter, year—for a number of periods. The in- 
formation in the lirsi column ^ives the tii: ; period; in this ease, the 
period is yearly, beginning with 1976. The labels at the tops of the next 
three columns describe ' /hat sort of data are ^iven for each time period; 
in this example, total employment, private-sector employment, and 
public-sector emplc;'ment in the United States. The numerical da^H 
themselves are then ijiesented in the rows and columns ol the table. 

Table 2 shows a cross section of some of the data in Table 1, i.e.. 
a snapshot of the information in one particular time period. As Lcfore, 
the lahf^ls in the first column and at the lOps of the second anj third 
coluiii., ciescribe the data provided. Exhibit 6 on page 27 provides 
other examples of cross-section tables. The two tables in that exhibit 
present data on income distribution in the United States in 1982. 

Tables can also be used to show relationships between economic 
variables. Exhibit 5 on pa^e 24. for example, presents supply and de- 
mand data in ihe form of a table or "schedule." 



Pr:v:f.:s and Public Sector Emp^oyiTient in ^t.? 
United States, 1£79 
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j:JfnCE M()/u7,'/V Lahof Review. Decc-mber 1982 p 63 
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CHARTS AND GRAP^^S 

Char:^ are used to present relationships amonp quantitative data 
in pictorial form. Charts 1. 2. and 3 illustrate some common types. 
Chart 1 pictures the data that appear in Table 1. This is a line chart, 
in this case showing time along the horizontal axis and emplovment 
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alonj; the vei". al axis. The title and iootnotes serve the same purposes 
U their ccnni. . rparis in Table 1. Line charts are often called [paphs. 
Chart 2 depicts the same data as Chart 1. but in the form ol a oar 
chart: diiTcrentlv marked or differently colored bars replace the simple 
lines used in Chart 1, Chart 3 pictures the data in Table 2 in the form 
of a pic chait. It answers the question: What percentage of total em- 
ployment in 1979 is rep;- ented by employment in each sector? 

There are other 'viiys of picturing economic relationships apart 
from those illustrated .lere. Exhibits 4 and 7 on pages 23 .:id 32, for 
example, show How charts to illustrate the interrelationship:^, of market 
exchanges in the U.S. economy. 



RF^CIOS mD PERCENTAGES 

Ratios express the relationship of one numerical value lo another. 
The data in Table 2. for example, indicate that the ratio of private 
employment to total employment in 1979 was 73,9/89.8, A ratio can 
also be expressed as a decimal fraction, i.e.. 73,9/89,8 - .823. Mul- 
tiplying a decimal fraction by 100 restates it as a percentage, i.e.. .823 
X 100 - 82.3%. The latter tells us that 82,0 percent of total employ- 
ment in 1979 was in the private sector. 

Percentages (often represented by the symbol %). therefore, are 
a smiple way of expressing ratios or proportions between numbers^in 
terms of hundredth parts. What proportion of $100 is $50? It is 50/ 
100 = 0.5. or 0.5 x 100 - 50%, 



L ^iilCENTAGE CHANGES 

[^'rcentage changes are used to measure the relative change in 
economic^ variables from one time period to another. Thus, the per- 
centage cliange in teachers' average salaries during the period 1970 
to ] 980. displayed in Table 3. is 158 percent. This number is ( alculated 
by dividing the change in average salary during the period ($16,000 
-- $6,200. or $9,800) by the average salary in 1970: 800/6. 200 - 
1.58: multiplying by 100 yields 158 percent. 

Percentages can be useful aids in m.aking comparisons. At the 
same time, however, one must pay careful attention to the base num- 
i)ers— the dcnominatore^used in calculating percentage changes. Equal 
percentage changes do not imply equal changes in the underlying ab- 
solute numbers, unless all the comparisons use the same base number. 
For example, a 10 percent increase from 100 is a change of 10 (from 
\{}f) to 110), but a 10 percent increase from 1.000 is a change of 100 
(from 1.000 to 1.100). Likewise, equal changes in absolute numbers 



Average Salaries of Teachers, 

Grade s K^12, 1970-8 0 

Dollar F^.centage Index 
Amount" Change (l970 = 100) 



S 6 200 

11700 89 189 

16,000 158 258 



Ti SMf. ' Abstr.'ict of Unitud States f103rcl edition) 
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(k.i not si^nily (^qual percT-nta^He c^hanLlcs unless, as nou-d bciorc. all the 
^■(jinparisons use the same biise number. For example, an in(Tease of 
10 rrr)iii 10 to 20 is a 100 j^^-reent increase, but an in(Tease ol' 10 from 
20 U) 30 is a 50 peret^^a inerea.se. These cautions about making coiu- 
pariscjns when the pereentaHe clianUcs consist ot inf/reases also ap{jl\' 
wlu-n the piTCtMita^e ciianLi,es consist oi dec^-easi s. 'l li-re is no limit 
to iiov.' larL;e a percentai^e increase can be. hut a j)erce! . iai>e decrease 
car: ver be larger tlian 100 perc ent. 

."HDIIX UMBERS 

lade:: numb^rrH /irasure chanuc^ in e(X)ii(HUi( wtnablcs usiuL; a 
lixed base value for c. iparisons. Thr base vakie c-in bn- k single 
^•ear. or it can be an a\'era[>;e of several yc irs. With rare exc^epi M>ns, the 
!;c;s(^ index number is set at a value of 100, and ail other numbers are 
expressed as a percentage of the base period value. We can const ruc^t 
an index of the teachers' salaries shown in Table 3, ior example, by 
setWnt^ the 1970 value equal to 1 00 and expressing the 197v5and 1980 
values as percentages of the 1970 value. As shown in Table 3, the index 
of teachers' salaries in 1975 is ] S9 and in 1980 it is 258, when 1970 
is L^iven the base year value of ICn). 

Calculating [)ercentaHe changes /ror/i (lie base ijcar is easier usind; 
index numbers than usin^ the standard perrenta^e chaui^e formula 
explained earlier. Hie perc enta^e duui^e in average teachers' salaries 
from 1970 to 1980, wiii(^h we calculated earlier as 158 percent, ■ r 
example, can be read ciiiccnly from Table 3 by subtracting the 1970 
index number of 100 frotn tlie 1980 inde.\ number of 258. To calculate 
percentaLfe chan£.*;es from years other than the base year, bov/ever. use 
the procedure explained in the hrst para.[>,ra])h under 'jjerc^enta^^e 
chanHes" above. 

REAL VS. NOMINAL VALLi-iS 

Monetary^ variables in economics can be expressed in "nominar' 
values or in "real" values. Nominal monetar\' values are measured in 
current prices, that is, in the prices prevailing in the period represented 
by the variable. Real mon^Mary^ values arc measured in constant prices, 
ihat is. in prices of a ^[^iven — or base — year. When the level of any set 
of pricT^s changes, the difference l>etween nominal values <uui real values 
(or the difference between ( iirrt ui prices anu constant pri(x-s) can be 
substantial. 

Real (or constant) monetaiy values are obtained i^y adjusting or 
Mellatin^" nominal monetary values .vitfi an appropriate index of prices. 
(See Tabic 4. which shows the average teachers' salaries pres(Mited 
earlier alon^^ with lipjres ior the Consumer I --e Index.) I'he Consumer 
Price Index (CPl) measures the change b . .a some base year in the 
average level of prices for a fixed collection i^oods and services bought 
by urban lainiliesand individuals. For ease of comparison, we use 1970 
as the base year lor the CFI data shov/n in Table 4. 

Ihe real value of teachers' salaries (in constant 1970 prices) is 
obtained by dividing the nominal salaiT values by tlie (\)nsumer Price 
Index and multiplying the result by 100 to ^et the decimal in the rr^L^ht 
place, that is. to convert the li^ure back to a dollar amount. For 1970 
the calculation is 86,200/ i 00 ^ 62.00; 62.00 x iOO 86.200. For 
1975 the calculation is 81 1.700/139 - 84.17:84.17 >: 100 ~ 88.417. 
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^!orr^ina[ and Real Average Sa-aries of Teachers. 
Grades 1970-80 




Consumer 
Price [nce:^ 



Reai Ssiaries 

(in dollars of 
constant 197C 



irrent ooiiars) (':'70 - lOO) [ .• ::hasing power) 



ror l^iHU [ht- r.tlcvikiiinii ih S i o.OOO- 2 1 3 - 75.12; 7n.l2 • 100 - 
S7.5 12. 

The resultini^ Uu;iirr^ for tlic real \- .lue ori^\.chers" sahiries iiuii- ale 
thai ihv increase between 1970 and 1980 was much less than the 
increase shown by the nominal values. The average salar>' increase in 
nominal terms was 158 percent. The average salar.' iPit^rease in real 
terms was 21 percent (81,312/86.200 - 0.21: 0.21 - 100 - 21 per- 
cent). Calculations for the 1975-80 period will show that the average 
value of teachers' salaries in real terms actually fell durin^i that period. 
Hiese examples illustrate the importance of knowini^ (he difference 
between real ano r.ominal values. 



A'/ZiM.GES mD OtSlLl^BLliTSO^!S AROOIMD IKE 



"Average" is a general term for a single number that S used to 
summarize the meaning of a lar^e amount of numerieai da '.a. The two 
most common measures of averages used in economics are the median 
and the arithmetic mean. 

The median is the middle-most value when the individual values 
in a ,^et of data are arrauL^'d by magnitude from the lowest value to the 
highest value. Such an arran^^ement is called an "array. " I lalf the values 
in the arrav are above the median; half are below. The arithmetic mean 
(sometimes called the "mean" or sin. \v the "avera^^e") is the sum of all 
values in a set of data divided by the ..umber of values included. Table 
5 shows an array of the 1983 sales receipts of the top 25 corporations 
in Foniine magazine s list of (he 500 largest U.S. industrial corpora- 
tions. The median sales figure for this array of 25 values is the thir- 
teenth, the 819.678 million shown for Shell Oil. The arithmetic mean 
for these 25 sales fii^ures is 828.040 million. 

Extreme values in a set of data have a stronger influence on the 
arithmetic mean than on the median. That is why there is a big dif- 
ference between the mean and the median values in the data jur.t cited. 
Therefore, careful interpretation of any average value usually requires 
some knowledge of the distribution of values around the average. 
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T[\2 25 Largest U.S. indiislrial 
Corpcralicnc. ;":enkeG by 
SEies. 1933 

o: ao'iars) 



El ri', Pont t'i^^riic^/s ?.''^ 

Gorir- : f:iuc.:r.c :;'6 797 

G,.' 0 . 2u f.-:' 

Afar^'^c R:chf;o'o 25 

She'! 0;i 19 673 

OcC'Goniai P-jIroi'.-i/r *9 ■ >3 

U S S!oel I0 869 

Piv.lin- PolT;;-urT^ ;5 249 

S.i: M,730 

Lri:ieo Toch"o on ^V6a9 

:7T 155 

Chry; ■■ ;3 2^^0 

Prochy '> G.v-.\,.' ■? 452 

P J Poyrn'rJs !■ ' lO^: ' ' 957 

r 0*' ' ■ POO 

u'-' ■■'';] On (C;i : • , 




As inciicatcd in ihv introduction lo this Framcirork. a key rlemcnt 
in economic ur.dcrstandini^ is the ability to make elTeciive decisions 
al)out economic issues. PLconoinic decisions, however, are not made in 
a vacuum. Rather, they are made in the lif^ht of a set of L2,oals, which 
often differ from one so(Mely to another as well as anions groups and 
individuals within societies. In this chapter we discuss the broad social 
^oalsthat seem most important in the United States today. :he problem 
of trad'-offs amou^ ^oals. and the role of self-interest and personal 
\7ilues. 



\A Social 

GGcHlIS The broad social u.oals that relate to economics an(i which are j^iven 
eonsidcrable importance in American society tociav are economic hee- 
dom. economic efiiciency. ec^(MTomic eciuity, economic sec^i.rity, ec^o- 
nomic stability (full employment and -m* absence of in(lation). and 
ec^onomic growth.. . :iese ^oals, ari:l importance attached to each 
of thcTu, ^.^uide individuals and society iii th.e mak iuL^ of decisions. The 
^oals provide targets and a sense of direction in formulalin^ the means 
Ibr reaching these tari^ets. 

These ^oals can also be thouivht of as criteria for evaluatinfi, the 
performance of the economic^ system (or parts of the system) and lor 
examining the usefulness of new as well as existing proi^rams. Some 
cA tlie ^oals, suvh as fre-riom or equity, are (iifbcnilt to present in 
(juantitative foiri. Others, such as full employment or price stability, 
can be articularcd as riumerical tar/.^ets. Indeed, in 1978 Congress for 
the lirst lime esiablished specific numerical goals for unemployment 
and inllation. The 1978 legislation, popularly known as the Humphrey - 
Hawkins Act, se^t the target for the vmemploynient rate at 4 percent, 
to be aciiieved by 1983. The rate of intlatior. ..s meaiuired by the 
(onsumer pric^e index, was to be reduced to 3 perc'-nt by 19^3 and to 
zero by 1988. 

A comparison of the goals of the MumphreyT iawkins Ad with 
what has happened as of tliis writing makes 't clear that economic 
goals are rarely if ever fully attained: if they arc. it is usually for short 
periods ol time only. Nevertheless, the results point up the conclusion 
thai only by attempiing to set clear, specific goals is ii possible to 
measure the progress made in attaining them. 
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PY('edoni as an economic ^oal concerns the frecdonis (A' [\w niar 
keiplacc— the iVeedoni of consumers lo decide how ihey , "ish lo allocate 
meir spending amon^ various qoocis and sen/ices, the rrer:loni of work- 
ers to c lioose to chan^ejobs, join unions, and i^o on strike :k- freedom 
of individuals to establish new businesses and to decid( hat to pro- 
du''(^ and when to change the pattern of production, tli- ireedom of 
sa\'' :s to decide how much to save and where lo in\est li: ir sax-inus. 
Of particular inter^\st is the elTect of actions bv individual-, u;rcjups. or 
^overnmcnis lo ■nM-jance or restrict freedom :n rhe maiketpl:: and 
thereby affect th^* [X)ssible aiiainment of the other Li,oals i)i rihc iencv, 
equitw securiiv. s(:;bi!iiy, and growth. A number of people ar^ue that 
Uovernrnent regulation liraits the freedom of some peo[)le to make their 
own choices. Others ari^ue that .government polici^^s may free some 
people to take greater advantage of the opportunii ies provided in a 
market economy. Given tlie differences in viewixjint, it is essential to 
define the kinds of freedom under discussion and whose behavior is 
most likely to be affectecL 

2. ECONOMIC EFFiOENCY 

[•"".f^iciency can have two meaniuL^s. The term can refer to 'cechnical 
e;'■u^:;t-ncy, wiiicii focuses on usm^ the [oast ininit ol resource's (o oLwain 
•H;rw> stated level of c-iitput. or obtaining the highest level nf c)iito:jt 
UwH/:; fixed inputs of specified rcsouires. Since technical ef(icieric>' docs 
no\ lake into account the differf'nt costs of various injnits or Che dif 
ierent beneli's of various outputs, considerations of technical eflicienc v 
alone caniu^. indicate tfie most appropriate decision to make. An econ- 
omy mi^h! h'.' i.e-'onically eflicient in producini* .l^ood A, for example, 
but if cor.siuTiers do -lOt want ,i;ood A and prefer i^ood 13 instead, ihen 
it vvOLila t:o' b" eeonomically eflicient to produce i^ood A. 

'icar.;.>r:;^-v. efficiency is a broader concept than technical efli- 
caency. r\c^;nomic efficiency ^^^oes beyond technical efficiency and takes 
into account the costs and benefits associated with various marki-t 
preferences and decisions. In order to obtain maximum benefits from 
usin^ our limited resources, we should undertake only those economic 
actions which result in additional benefits tliat exceed the additional 
^/osis. By this standard. e(X)nomic actions should not be unrlerlaken 
if the additional costs exceed the additional benefits. The conc-epl of 
ec I '[lomic efficiency is central in economics, and it should re(XMve heavy 
emphasis in both individual and social decision-making. 

3. ECOr^^OMSC EQUITY 

Equity, which deals with what is "fair" and wlun is "unfair" or 
what is "ri^ht" and what is "wronj^," is diflicuh to deiine precisely. 
Economic equity can be described as the ai)plication of our concepts 
of what is fair and what is unfair — or of what "ought to be" and "ought 
not to be" — to economic policy. To be sure, peoi)le differ m their con- 
c(^ption of what represents equity or fairness. However, in evaluating 
ecc)n()mic i^erfbrmance, the concej^t ser\'es as a reminder to investigate 
which or what kinds of people are made better or worse off as a result 




of, lor example, a change in prices or the introduction of a new gov- 
ernment program. Though two actions may appear to be eciually efi'i- 
cient fp'un an economic standpoint, oiie could benefit the old and another 
the voi^ng. one might benefit consumers and another ^.-roducers, and 
so on. Many people would not be indifferent dboiw who benefits from 
a policv, because they harbor some general idea of what is equitiiiMe. 
From Lhe viewpoint of economics, equity ultimately deals with the dis- 
tribution of income and wealth. One way of dealing with this question 
is simply to talk about the effects of economic actions on the distri- 
bution of income and wealth: Who g^iins and who loses'^ 'I'he distinction 
between equality of opportiniilii rwd th / equality of rcsulis is also im- 
j.-oriaiit when economic ec[uity is a\ ''/.-ssed. 

Thr goal of economic secuniy concerns the desire of people to be 
pr ■ ' d against economic risks over which ib.ey may have little or no 
control. Such risks include accidents on thtMr jobs, unemployment, 
destitution in old age, business failures, bank failures, and precipitous 
price declines U^r one's [product Economic security is enhanced by 
individual efforts, such as savings and tri'/ [r:: chase of insurance, as 
Weil as bv the growth of the economy, tiirouL^l i ■ . hich the mass of people 
receive iDore ii'aieriai well-being. Various government programs such 
as worker's compensation, unemployment compensation, social se- 
curity, aid to families with dependent children, federal insurance of 
bank deposits, and farm price supports are also aimed at incrccasmg 
'conomic securUy in the United States. Nations also engage in the 
quest for economic se.cvi.rity by seeking international agreements which 
assure them of access to key resources or of adequate prices for their 
exports. In the last analysis, it is the possession of real goods and 
access to ser\^ices or assured claims to goods ana sendees that provides 
economic security. 

5. FULF- EMPLOYMENT 

P'^uU employment prevails when all of an economy's resources are 
utili;<ed to capacity, but most discussion turns on the employment or 
unemployment of people. In practice, an unemployment rate for people 
that reflects normal frictiona! unemployment — unemployment that oc- 
curs as workers change jobs or enter the labor force~h; - come to be 
viewed as full employment. Debate continues as to what unemployment 
rate— at present suggestions range from 3 to 7 percent of the labor 
force— constitutes full employment. But keeping tlic goal of full em- 
ployment in view helps lO remind us of tiu costs in lost output to the 
economy and in economic hardship to indivithials at result Trom rates 
of unemployment that are too high. 

6. PRICE STABSIITY 

As we have indicated, overall price stability means the absence of 
inflation or deflation, not the absence of changes in relative prices in 
particular markets. In reality, overall price-level changes are not often 
likely to be zero. Not only do our price indexes fail to reflect some 
improvements in product quality that in effect lower certaii^. prices, 
but more important, price changes reflect the push and pull of market 
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iorccs as t lianacs occ ur in slijjpIv i.:. i^ mand. What v oiisr if mcs ' v. a- 
sc)nat)lc"pricr stabil:;;/ is tb.- sLihit-c i Mfniiich discussion. Nonci lu-lr-.^s. 
?-iis i^oai n-cc)ifnivcs that >luiV].) ;.ru-- c:i:ini^c's ncTcssiiah- cost: ad- 
jiistinnits in the bc-havior ol" iiriix-iduals and businc-ss>;-s in ordrr to 
c" • c with the cHVc-ts svioli rhai,-c- ])rcjcliu e, 

Kronomic i^rovrin 'ncans prodr.-ina iurrcasirio nounts of L^oods 
and sc-iviees ovr-r 'ne uthl If ihr people of a sorier.- want (o r aise 
iheir k-v-l c t iivinj;, wiey must produee more c^c^ods and ser\-iees. i" tne 
j)ojnilaaic:: is ^^o^'/]n. i k' a.inount produced must be still ore ; r U) 
provide lor the adciit-vial people. Thl^ is why changes in real GM^ per 
capita (that is, per personj are usually more meanint',fui than ehan^^es 
in total GNF as a meas ure oi'^rowdi. 

Eeonc^mic growth i-j j.n important ^oal in virluailv ail countries, 
and it is densely related to se^'erai of the o^.her goals discussed above. 
r3oth individuals and nations tj > ;.:) increase their economic security 
and well-bein^ by expanding output. Individuals seek ways to enhance 
their earning ability while nations seek to stimulate the growth of per 
capita output and income. Economic grov/th helps provide jobs for a 
L;.rowing labor force, and economic growth also makes it easier for a 
society to devote some of its output to promotinff greater economic 
equity and greater economic- security by assisting the disadvantaged, 
the disabled, or other groups that need help. If output does not grow, 
one person or one group can obtain more goods and senaces only if 
another person or group receives less. But. to revert to an often-used 
metaphor, whe:: a larger economic pie is baked, e\'eryone can have a 
larger slice. 

On the supply side, the upper limit to economic growtli is deter- 
mined by the availability of productive resources. the\-nicaency with 
which these resources are used, and the econom.ic, social, and political 
factors that either encourage or discourage an increase in productive 
capacity. These latter factors include the size of the market, the value 
system of the people, and the degree of political stability or instability. 
Once the productive capacity of an economy is established, the actual 
rate of growth in a market economy will be determined by the level of 
aggregate demand. If an economy is in a recession and aggregate de- 
mand is too low .0 fully employ existing resources, there will be little 
market incentive to increase productive capacity. Thus, there is a close 
relationship between the short-run goal of full emplovment and the 
long-run goal of econom.ic grcnvth. As we have indicated, the existence 
of rapid inflation also hinders the long-run exj^ansion of a nation s 
total productive capacitw 

8. Omm GOALS 

The foregoing broad social goals a.re not immutable. As economic 
c^on^ditions change and as social patterns shift, goals are constantly 
being rethought and sometimes redefined. From time to time oth.'r 
goals appear and take priority. In the early 1940s, for example, ilie 
Unit'^d Slatess main objective was to mobilize the economy to win 
World War Ih Strengthening our nation s defenses also became an in- 
creasing concern in the early 1980s, as did improving the ([i iitv of 
education. In the 1960s, President Kennedy committed the nation to 



putting a niiinan bein^ on the irioou. and Presi(U-:( Johnson urnpha- 
si/cci the vivcd to bnikl a "^reat society. " mcindin^; impr()\'in<; the treat- 
ment of women and minorities in ihr marketplace, in wk- 1970s. 
environmental concerns received increasinii attention, and liie ■.vorld's 
aMcniion was lociised on encrj:iv supplies, in tlielate 1980s, the nations 
(){■ the world are likely to pay increasinL; aiieniion to th^-ir economic 
relations with each other. 

Not only do broad social ^oals chan^t^e, bui tiie relative im[jortance 
attach(^d to these ^oals also shifts from tune- to time. When in.ilacion 
is rampant, for example, concern about unemployment tends to de- 
clii.r; wheci equity considerations become uppermost in people's minds, 
concern al)OUt (^conomic efiiciency lessens: when en^";ronI^■.entai con- 
i -rns increase, the emphasis on c(X)nomic L^rowth tencis to dimi.nish. 
Moreover, we constantly face the problem of 1 rade-offs amoni; our broad 
sociaJ a,oa!s. 

Trade-offs 

C^jJTHlOSTig G05l5S The pursuit of any lioal requires ealculatin/^ the costs of a.hievinf^ it 

versus i he value of the expected beneiits. In this way economic analysis 
enables us to make clear-minded decisions about ^oais that rellect our 
individual as well as our national values and objectives. Since many of 
our broau social ^oals conllici . diilicult trade-offs frequently have to be 
- );ule in making specilic policy decisions. Some examples: farn. price 
.supports, which promote security for some farmers bui may reduce 
efiiciency in a.^riculture and raise prices for consumers: minimum wa^e 
laws, which are an attempt to increase equity (by minU to raise the 
wa^es of iower-paid workers) but may c so at the cos; of increased 
unemploymen.t; and wa^^e-price controls in order to restrai.-} inflation, 
which do so ( W temporarily and rediice economic efiiciency and free- 
dom. 

I^:con(miic growth also involves costs and trade-offs as well as ben- 
efits. Protection of tlie environnuMit seems to almost always involve a 
trade-oil If we wisfi to presence or clean up the environment, may 
have to pay the price of having less—for example, ^oing without the 
(^oal we would have if strip-mining were permitted. If the government 
reciuires automobile manufacturers to install antipollution devices, the 
car will cost the consumer more. If a city builds a water ivurilication 
plant, fatizens may have to pay higher taxes to finance it; 

In ^eneraf cleanin,i? up and preserving the environment is likely 
t(^ divert rc sources into environmental protection and luvay from growth, 
and this will affect our measurements of the GNP. Spending on grov/th, 
e.g.. for an additional factory, will have the consequence of increasing 
future GNP through the inclusion of the future output of the new 
(;:cton.'. Spending on a cleaner environment, e.g., for the reduction of 
air pollution, will improve the quality of life, but since the cleaner air 
is not sold in the market, it will not be included as an addition to GNP. 
Thus, society's choice of trade-offs ^vill have different effects on the 
statistics we conventionally use to measure economic growth. 

\V(Mnay conclude tlvit any particular economic goal must be viewed 
as one of several goals individuals and societies try to reach,^ and that 
trade-offs are inherent in pursuing multiple goals. p:conomic analysis 
scM'ks to inform people about what they must give up with respect to 
one goal as they consider the gains from attaining another. Such anal- 
ysis helps people make more intelligent decisions by clarifying the na- 
ture of the (rade-offs among various goals. 



-56- 66 



Seif4iiiitere^t 

v/(^IJlE(cS The idea of self-interest differs from the tioals discussed above. Self- 
iiiteresi rellec^ts the concern of individuals for their own well-beinj^ and 
personal values, whereas the other goals \ .'e have noted reflect broader 
socuai concerns. The achievement of social goals often comes at the 
expense of particular individuals or groups. The individuals or groups 
adversely affected ma\ v.ell oppose steps to achieve the goals. This 
means thai the positions people ultimately take on economic issues 
Vv'ill be affected by their own self-interest as well as by the weight they 
-nit on bn.ad socia; goals. It is important to t\y to separate these two 
.ypes of goals in order to understand wry people ultimately reach the 
decisions they do on economic issues. 
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As the Introduction explains, the purpose of teaching economics at the 
primary and secondary- levels is not only to impart a general under- 
standing of how our economy works, but also to improve economic 
decision-making by students through the use of an orderly, reasoned 
approach. The kind of systematic diagnosis Malcolm used in the case 
described in Chapter II is applicable to most economic problems, whether 
personal or public. The following cases extend the use of such a de- 
cision-making model to two economic issues involving public policy. 

The first case deals with a microeconomlc issue: the extent, if any, 
to which a state should exert control over the price of eggs that are 
produced within its borders. The second case deals with a macroeco- 
nomic issue: how the economy might adjust to a large, permanent 
decline in defense spending by the federal government. I hese two cases 
illustrate the many opportunities that citizei ' in a democratic society 
have to influence decisions about important irablic policies either by 
makini^ their views known to legislators and oi.her public oniriais, by 
voting, or by both means. 



he Case of Egg 

OOVSETSiOini This case is based on two newspaper reports. A newspaper in State A 

reported that the price of eggs had declined from 72 to 65 cenis per 
dozen in recent months. The reason was reduced consumer demand 
because of an econoiric recession. The story went on to say that, as a 
result of the price decline, several local egg producers were forced out 
of business and that others complained about the dilTiculty of earning 
a reasonable profit. One rural legislator called for an investigation of 
the slide in egg prices and its impact, but nothing had come of his 
suL^gestion. 

The other news report appeared in State B. It stated that a board 
in that state had decided to continue diverting 5 percent of the state s 
weekly egg production from the consumer market in order to keep egg 
prices up. The report continued: 
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The issues described In the two newspaper reports aie repre- 
sentative of the problems raised by federal farm policy in respect to 
several major agricultural products. People must maxce up the:-- . wn 
ininds about such policies after con.^ldering the probable gains and 
costs to producers, to consumers, and to an^^ hers concernec Tht 
key question in this case about eggs is: would it be better to let com- 
petition govern the mari.et for far.n products or to employ go' rnment 
intervention? The answer depends on 'vhich cc -se is deemed to pro- 
vide the most benefit to the individuals directly co.. . erned and to society 
as a w -ole. Or, to put it another way, which course will prove to be the 
least detrimental in achieving the foregoing objectives. 

Individuals can use the five-step reasoned approach outlined in 
Ch-nter 11 of this Fr-^mework to reach their own conclusions on the 
que^.tion. 

s s;irJi jm FROEAim or issue 

The basic question raised in this case is whether a state should 
buy eggs and thereby divert supply '*ror^ the consumer market in order 
to maintain prices above where they would otherwise be. Ck sely relat^ed 
questions are how a system of egg diversion helps Oi hurts various 
groupi domestic e^g producer-^, domestic egg consumers, state tax- 
payers, foreign egg producers, and foreign egg consul. lers. 

I. D^'jm?MHE mi PERSONAL 0{i BROAD SC^^AL 
GOALS TO BF ATTAINED 

The most relevant broad social goals seeni to be efficiency -equity, 
and security; the most relevant personal goals are the self imcrest of 
domestic egg producers and consumers, loreign egg producers and 
consumers, and state taxpayers. 

3. CONSIDER TOE P^il3NC3PAL ALIEglNATiVE l^DU^^S 
OF ACKIEVL^G TOE GOALS 

This case presents only two alternatives. One is to allow the price 
of eggs to fluctuate in response to changing market conditions, as they 
do in State A. The other is to have a State Egg Advisor* Bo-^rd use 
taxpayers' money to buy up to 10,000 cases of eggs a week in order to 
hold the price near 72 cents per dozen, as is done in State B. In the 
second alternative, the Egg Advisory Board sells the "surplus" eggs 
abroad at a price bel.>w 72 cents per dozen. (Other alternacives might 
also be considered, but they are omitted in this example.) 

4. SELECT THE ECONOi/iaC CONCEPTS r-JEEDElD' TO^ 

mm u/kNu mi problem and usi mim to 

AiPPL.:,.-..SE TIHIE A^iERITS OF EACI^ hUmi-iP T^Vl 

The concept of opportunity cost (number 2 in the list that appears 
in Chapter III) lies at the heart of nearly all issues of economic choice. 
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EL'IlBiT 8 

Sample Decision-making Grid for tlie Egg Diversion Case 
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Ill addition. th:s case requires use olthe concepts ofniarivets and prices 
(7). supply and demand (8), competition and market structure (9), 
income distriinitioii (10). and the role ol" government (12). 

A decision-mal^in^ ^rid similar to the one discussed t^arlier can 
be used to structure the analysis, hi the ^rid shown in Kxhiljit 8, tlie 
broad aoals ol" elTiciency. equity, and security are entered across the 
row at top. The alternatives ol" relying on competitive market force.-', or 
ol supportiuLj; prices by si e^^^ board purchases are entert^d in the 
left-hand column. Since the ijoals of equity and security may have 
different implications for state taxpayers, domestic jjroducers. (Iouk s- 
tic (^onsumers. foreign producers, and foreign consumers, a grid con- 
laininq a total of at least 20 cells is necessan' to analyze this case. 

b\- definition, economic efficiency involves satisfying consumer 
preferences with a minimum use of resources. Since a (X)mpetitive 
market usually ensures that consumers as a whole will be able to satisfy 
their preferences at the lowest possible prices, we have entered a plus 
siijn ( T ) in the cell that relates competitive market forces to the ^oal 
of efficiency. Vv^e have entered a minus ( - ) in the cell that relates reg- 
ulated prices to efficiency because holdin^i^ the price up to 72 cents per 
dozen keeps more producers in the e^g business; and in the absence 
of government intervention about 10,000 cases of egi^s each week ^o 
unsold at that price. The opportunity cost of the unsold e^f^s in State 
H is the loss of the other things the surplus resources in tl:e e^^ busi- 
ness could have produced instead of the e^^s. In State A, however, the 
e^^ producers who are driven out of business are forced to find other 
uses for their resources. In State B. resources are used to continue 
producinii ei^^t^s that must be bought with taxpayers' money for resale 
abroad at a lower price. The need to devote resources to the buying 
and selling of the surplus eggs is another source of inefficiency in State 
B. This inefficiency dees not occur in State A, since the forces of supply 
and demand result in a market-clearing price that does not leave a 
surplus of unsold eggs on grocer's shelves. Other aspects of market 
structure and the role of government can also be used to assess eco- 
nomic efficiency in this case. In the absence of externalities or other 
types of market failures, none of which appear to be present in this 
case, our society usually relies on (X)m[)etit ive markets to promote el- 
liciency. In State B. however, government interv^ention reduces com- 
pctition, and has the effect of holding the price up in what woukl 
otherwise be a competitive market. 

With regard to equity (or fairness), views will dilfer. Sr-iu- people 
may tiiink that all existing egg farmers should be able to .\-er their 
costs and make a reasonable prolit aher selling their output. Some 
m:iy believe that the competitive process siiould operate, thereby re- 
warding the most cHicient producers and causing those who cannot 
make a reasoi abl profit in an unregulated market to fail and tiy to 
employ their resources elsewhere. A compel = Mve market woukl also 
provide domest c consumei s with eggs at a lower price. While one group 
of people may iVt4 it Is unfair to consumers or laxpavt^rs to use lax 
dollars to keep egg prices higher than th.ey would othei-wise be. another 
group may believe that the side effect of helping foreign countries keep 
tlieir food costs down is a worthy one. This list does not exhaust all 
possible views on the matter, but it does sen-e to illustrate somt^ of the 
main issues involved. 

Posing the question of "who gains itnd wiio l(\s(\s*.'" can help to 
clarify the broader issue of economic ecjuiiy. l)i.it a does not assure a 
n\s()iution of the question.- in terms of helping domesiie egg producers. 
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the competitive market alternative is clearly a minus (-). which we 
have entered in the appropriate cell of Exhibit 8: producers do not want 
lower prices. But this alternative is a plus ( + ) for domestic consumers, 
who would buy eggs for 65 cents instead of 72 cents per dozen. The 
competitive market alternative would not directly involve state taxpay- 
ers or foreign producers or consumers, so we have entered a zero (0) 
in each of these cells under the heading of equity/* 

Still under equity, adoption of the state board purchase plan is a 
plus ( + ) in helping domestic egg producers, but the plan receives a 
minus ( - ) for its effects on domestic consumers and state taxpayers. 
Consumers clearly lose because they pay 72 cents rather than 65 cents 
for eggs. At 72 cents they will be able to buy fewer eggs, and they may 
have less money to buy other things as well. State taxpayers will have 
to pay the difference between the 72 cents the egg board pays for eggs 
and the lower price received when the eggs are sold abroad. The tax- 
payers would also pay for the administration, storage, and shipping 
costs associated with the purchase of eggs for resale abroad. Another 
consequence of the egg board s foreign sales is the impact on foreign 
egg producers and consumers. The effect on foreign egg producers 
would be a minus ( - ) because supply would increase and price would 
decline in their markets. At the same time, the lower price would be a 
plus ( + ) for foreign egg consumers. 

The effects of the two policies on the economic "security" of various 
groups are much the same as the effects on equity, as the completed 
grid indicates. In brief, coniparsd to the competitive market alternative, 
the economic security lomestic egg producers (and of foreign con- 
sumers) is helped by eg^ purchases for resale abroad, but this comes 
at the exrense of the econon security of foreign egg producers and 
domestic consumers. 

The completed grid in Exhibit 8 shows three pluses, two minuses, 
and five zeros for the compilative market alternative: it shows four 
pluses and six minuses for the price support alternative. Different sets 
of pluses and minuses would no doubt be obtained if different goals 
or criteria had been employed. We use this grid only to illustrate the 
use of an orderly method of problem solving. Such a grid cannot be 
relied on to resolve an issue completely, but it does help to clarify the 
choices and trade-offs involved, and it often reveals the need for ad- 
ditional alternatives and additional criteria to analyze specific cases. 

5. DECIDE WHICH ALTERNATIVE BEST LEADS TO 
THE ATI AINMENT OF THE MOST GOALS OR lUl 
MOST 5MPORTANT GOALS 

Individuals may assign different weights to the various pluses and 
minuses shown in Exhibit 8 and thus reach different conclusions about 
the case. People for whom economic efficiency is the most important 
goal would choose the competitive market alternative. People who think 
that ^he government should promote rather than reduce competition 
would make the same choice. Egg producers and others who believe 
the government should help support their income would choose the 
egg purchase alternative. If not, they might suggest an equity or a 
security alternative for egg producers that is less adverse to efficiency 
and to the interest of taxpayers and consumers. Thus, the process of 
orderly probl: solving not only can clarify choices and trade-offs but 
can also reveal th^ sources of disagreements about various policies. 



'I'Ims case emphasizes (he macroeconomic asjjects of a hypothetical 
siiLiation: ihe United States and the Soviet Union ai^ree on a lar^e 
mutual reduction in defense spending that does not result in a military 
threat, to either countiy. Althounh many of the ecoiuunic concepts 
employed are different from those employed in the e^i^ c u.-r^c. the orderly, 
reasoneri a]M)roach to reaching a decision is the same. 

For pMr[)oses of analysis and iilustraiion. consider the conse- 
qu^^nces v/ere the following in)ai^inar\' report to be real. 



Whal would be the impaci of such a treaty on the I.^ ccononiv. 
and what wju^d be the appropriate reL^ponse in terms A economic 
pohcy? This would depend on the econooiic situation at <lie ijme. If. 
fo: example, th^^ United States was experiiMicin^ an acute demand-pull 
inflation with relatively 1 employment, the impact and appropriate 
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e would be q iite d.Terent than M the coun' rv was in the 
^ recession with stable ]:rjces and a iiigh r^te of un- 
' '^^'v the analysis, let us assume that (Ve ecoiiomy 
Mr>^ c( -dition ai the Tirrie the trr ,;y goes into 
" ■'v aent rate is low, inllation .s unde control. boJi 
. ■ . real GNP are growing at about ■ percent a year, 
V ■' ;d call for the United States to rnainfai^^ the ex- 
' ' a,te demand and total em.pic .nent whii-/ i'aciii- 
V-;' : . ; "productive lesources fron: r^efense lo non'j:fense 



s such a situation woulc 
y/iomy at the end of Vv/orl . 
ir- 42 percent of GNP n't 1' . 
e v;ouId be important diliv^ :i 
•iiUon annual reduction in -. 
cause a far sin .Her reduction in the nor- ■ 

GNP. Oa th Giher. the assumed preser \ 
a hu, ;e pent-L p consumer demand sirpilai to ir. 
Dep ressionofthe 1 930s and tlie wide read una vailt4)iJit\' oi c».)pisumer 
goods In the early 1940s during Wc V r H. We v;ill use the live-step 
reasonea approacn to examine tl-v ill - latives for dcalaig with -he 
issues in this case. 
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L STATE IHE PROBLEM OR iSSl^E 

In the absence of any oth^T- action, a decrease in defense spendinu 
of 850 billion a year for each ■ ' three years would cause a decrease in. 
aggregate ciemand f.n the ecor^ «my. (Using the C I ^ G approacli to 



a.tyire^^ate der-'^' a-, this would l-c a decrease in G, which mi.^ht later 
spread to deci - .:s C . .lui /. Vs^.n^ th.e M x V approach to a^re^ate 
demand, the . i :, ^^ defense spenoin^J would show up as a dechne in V 
since there - ' ^-y'^L, in ihis situation that would reduce the stock of 
money prr if the decrease in a^re^ate demand does not lead to 
widespn ac. price reductions throughout the economy, the inacroeco- 
nomic a>N' ' ' this pr in would involve the need offset the de- 
crease - rebate denuii.d. There is also a microecon(;niic aspect to 
tlie pr; ; ' si-ice it is desirable to move resources from defense in- 
dustri: ^ nn:\':\. '\se industries as efficiently and as equitably as 
possif;'.: 

2. ■: mmm the personal or broad socbal 

^OMS TO BE ATTAINED 

'liu .nacroeconomir i^ouls of full employment, price stalMlity. and 
ecc'^r::iic growth. — wh' m \ Tre beini^ achieved before the cuts in de- 
IV 'se : - 'iidin^^ — shouio " nfinue to be achieved, alonti, with the mi- 
CI we^' -''omic f;oalG rf effici^'ncy rind equity. In addition to ihese broad 
L . \y onlr's" reU: ' preferences ibr private ^oods and sciTices com- 
. a v.. U) aiblic ^cf . and seivices should be considered as well as their 
prefererv s Icr : 1 or for indirect tfovernnient policies. The speed 
wit': v/1 : . - rvX^rnm^erit policies can be put into effect and the 
(iMiv ' t'. ' i' part of ^ov'ernment policies throut^hout the economy 

must i.so :)< u ..n into account. 

5. CCh. :'-?i>£il THE PRiNCEPAL ALTERNATiVE MEANS 
A.CHIEVSNG THE GOALS 

' ...ue j.'-y- policy is one of the two broad means for maintaining 
.\ 'il'dit demand. The other is fiscal policy. Fiscal policy presents the 
/. ions of (a) shiftin^government spending from deiense to nondel'ense 
government proi^rams. or fb) cutting taxes and letting individu;il tax- 
payers and businesses spend the revenue that was previously used for 
defense jDurposes, or (c) some combination of these two options. Con- 
sequently, in addition to the task of maintaining tlie overall level of 
aggregate demand, there is the question of the new composition of 
aggregate demand. Monetary^ policy and tax cuts work through the 
private sector. Reliance on the two latter options would put the policy 
t'lnphiisis on iri''[ { ased consumer spending and increased investment 
spending by private Ivisinesses. Reliance on a shift in government 
spending, of course, would operate through the public sector and put 
the policy emphaj^is on the iimvision of additional public goods, ser- 
vices, and transfer paymenis. 

In addition to maintaining aggregate demand through monetary' 
and iiscal policv. the transfer of resources from defense to noiulefense 
uses might be facilitated by a combination of market torces and short- 
term govern menc programs. Hea\^* emphasis might be placed on mar- 
ket forces as well as the self-interest of workers and the owners of capital 
tf) transfer resources to wherever in (lie economy the new dennind goes. 



^The svrnbols used here arc delincd aad disrussrd (>arijor as pai t of concrpt 
If), ai;a?-e^atr demand, in the scciinii on ina(a(>t'conoini(.s. 



At some point, liowever. it maybe suj^i^cstcd that ifthecxcrss resources 
in the defense industr>^ are tc transferred eHiciently to matcli shifts 
in demand, the £?overnment should provide temporaiy help through 
special unemployment benefits, retrainin^f pro^^rams, movin^i; allow- 
ances, tax write-offs for capital equipment in defense-related industries 
that has become useless, and ihe like. 



4. SELECT TKSl ECOMOMiC CONCEPTS NEEDED TO 
UNDERSTAND THE PROBLEM AND USE THEM TO 
APPRAISE THE MERITS OF EACH ALTERNATIVE 



As we have indicated, the concepts of agc^regate demand (number 
15 in the list that appears in Chapter III), unemployment (16). inflation 
and deflation (17), monetary policy (18). fiscal policy (19), markets and 
prices (7), and the role of government (12) are clearly relevant to ana- 
lyzing this case. Those who want to pursue a more detailed analysis 
than is provided here might also add the concepts of opportunity cost 
(2), competition and market structure (9), income distribution (10), 
and market failures (11) in order to explore the differences between 
the defense and nondefense sectors of our economy. 

Since the alternatives of using monetarv' policy and fiscal policy 
to maintain aggregate demand are not mutually exclusive, and since 
vjirious combinations of tax cuts and shifts in government spending 
:\rc also possible, we do not present a detailed decL- ion-niaking grid 
lor this case. Instead, we analyze briefly how each of the main possible 
policies squares with the goals we would like to achieve in adjusting 
\(] ;i V (1 of reduced defense spending. 

Monetary Policy 

Some increase in the money supply would probably be necessan^ 
to offset the likely decrease in the velocity of circulation immediately 
following the cut in defense spending, and the Federal ReseiAT would 
also want to try to lower interest rates temporarily to encourage more 
business investment. A drawback in employing monetary policy to ease 
the economic adjustment being considered is that it often takes some 
time for changes in monetary policy to work their way through the 
system: further, changes in monetar>^ policy affect certain sectors of 
the economy more than others. The housing and durable goods in- 
dustries are particularly affected by the alterations in interest rates 
brought about by changes in monetan' policy. 

Shifts in Government Spending 

Shifting government spending from defense industries to non- 
defense industries or to transfer programs might seem to be relatively 
easy to carry out. but experience suggests that Congress ran be slow 
in making budgetarv^ decisions, especially when powerful special-in- 
terest groups vie for the benefits of new government programs. People 
or groups who favor private spending over public spending would op- 
pose this policy route. Moreover, it frequently takes , ()nsideral:)Ie time 
to launch new government program.s even after the appropriations have 
been approved. Specific government projects tend to have a more con- 
centrated initial impact than do transfer programs or tax reductions — 
policies whose effects are widely spread through the entire ecxniomy. 




Tax Reductions to Stimulate Private Spending 

Experience suggests that people would probably save part of any 
tax reductions; so the government would need to cut taxes by more 
than 350 billion a year to get an immediate increase of 350 billion in 
private consumer spending. Proposals to change taxes are also prone 
to run into delays in congressional decision-making. Once enacted, 
however, tax reductions can have immediate and widespread economic 
effects throughout the economy. 

5. DECIDE WHICH ALTERNATIVE BEST LEADS TO 
THE ATTAINMENT OF THE MOST GOALS OR THE 
MOST IMPORTANT GOALS 

As the preceding analysis makes clear, an appropriate combina- 
tion of monetary and fiscal policy can maintain aggregate demand so 
as to help promote full employment, price stability, and economic growth. 
Selecting the optimum combination of policies, however, is not without 
diUiculties, and the actual combination selected will depend on the 
weight given to the various broad social goals we have discussed earlier. 



-66- 



7? 




Experience with the Hrst edition of the Framework incMcated that this 
second edition should include brief statement on the possible grade 
placement of the basic economic ^ -^cepts it contains. Research on the 
teaching and learning of economics has not yet provided a definitive 
answer regarding the optimal sequence in which to present economic 
concepts in the K~12 curriculum. On the basis of the body of economic 
xlucation research that is available, and the applicable research from 
ouier disciplines, however, we can offer some suggestions to curricu- 
lum planners and teachers who are responsible for selecting and or- 
ganizing the content of the economic education curriculum. The 
surJgestions offered here stem' from an examination of the nature of 
the economic concepts we have described, the curriculum context into 
which the study of economics is most likely to be included, and the 
developmental characteristics of students at different ages and ^rade 
levels. All three aspects must be considered simultaneously when dis- 
cussing which concepts should be taught, in what order, and at what 
grade levels. June Gilliard, the Joint Council's curriculum director, 
has also examined the teaching activities published in the Stralcgies 
volumes of the Master Curriculum Guide series, and she has classified 
them as shown in Exhibit 9, below. 

lo.etext and 
Grade 

£' Ji(SlC€^iH©irSl Tiie grade placement of economic concepts has to some extent been 

iniluenced by traditional curriculum patterns in social studies edu- 
cation. The ease with which economic concepts can be integrated or 
fused with these and other curriculum patterns prevalent in schools 
is often a major consideration in determining the proper placemen, of 
such concepts in the elementary and secondary grades. Traditional 
social studies programs, for example, are by and large based on the 
rationale of "expanding environments," i.e., they generally begin in ;iic 
earliest grades with topics that are temporally, spatially, or psycholog- 
ically close to students and proceed to more remote topics as students 
mature and progress into the intemiediate and upper elementar>' grades. 
The resulting sequence of social studies topics (e.g., family, home, 
school, community, state, nation, etc.) serves as the context for much 
of the economics that is taught in the early grades. Likewise, the tra- 
ditional practice of teaching U.S. history in the fifth, eighth, and elev- 
enth grades has also iniluenced the selection and sequencing of economic 
concepts at these levels. 
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The Nature of 
EconoEniic 
Cosicepts and 
Grade 

Placement 



In i^eneral, concepts acquired in a meaningful context are easier 
to remember and apply than are concepts acquired by rote. F^or this 
reason, the "relevance" or applicability of economic concepts to student 
experience ■ a major consideration in deterniininfi the appropriate 
placerhent of such concepts in the curriculum. The Trade-offs audio- 
visual series, for example, was desif^ned for use in the upper elementary 
and the middle school grades. Therefore, the series emphasizes typicai 
incidents and events experienced by children nine to thirteen years 
old. For this same reason, the Give Take audiovisual series* for 
secondaty schools uses situations appropriate lor a somewhat older 
i^roup of teenagers. 



While Ihe existinii sequences of courses or topics that provide the con- 
text for economics teaching are important, existing sequences should 
not dictate completely the selection and ordering of economic concepts 
v. ith respect to the K-12 curriculum. Consideration of the stmcture 
of economics as a discipline is essential to deciding the sequence in 
which to introduce economic cor.cepts. In economics, as in other dis- 
ciplines, certain concepts sen r as "buikiing blocks"' for the under- 
standing of other concepts, and each concept or concept cluster has 
certain characteristics that determine its suitability for study at various 
points in a student's education. 

Among the criteria most frequently used for assessing the appro- 
priateness of economic concepts for particular student groups is the 
criterion of "complexity." Economic concepts considered to be relatively 
simple or easy to learn are generally placed at the lower grade levels; 
those considered more difik iilt or of a higher order of complexity are 
most often studied in the middle grades or high school. 

There are those who sr.ggest tl'iat even the most complex of eco- 
nomic concepts can be tau^t^ht at the earliest grade levels. We cannot 
ignore this possibility, but v/c withhold judgment until research shows 
that these concepts can be taught more efficiently early on rather than 
by waiting until students are intellectually more mati- 

The complexity of concepts, however, is oi'ten a;T( . ' • ' instruc- 
tional factors such as the particular relationship or ^^c. cA r-v.^-i :::nships 
selected for study, the materials used, the pace and vii. i' i* oi :^^truc- 
lion. and what the students are expected to learn. For ■ . ■ > arses 

in economics designed for high school students arui ior candi- 
dates may l^oth include studies pertaining to competiU:i<i :r.\d market 
structure. One would expect, however, that the speciiic contents and 
the depth of student iCc^niing in the two courses would differ appre- 
ciably. 



*Thv JCEE paniei()atr(l in |)n>cli!ein,u both of tlu\sr scrii-s. 
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Instryctiooal 
ecfyencmg of 



Concepts 



Strategics for 




tliie Varioys 
Grade Levels 



In. drvisin,L> siraleLfies lo- devrlopin^ and aniplilyin^ the use and inean- 
in- f)f economic concepir, leachers sliovild. where ver possible. obseiTC 
t .1 'Ollowint^ rules of scqvi- ])cc: 

Siinj)le to complex 
Concrete to abstract 
Known to imknown 
^^^amiliar to vmlamiliar 
Obsen^ation to reasoniu- 

To ihe fulit^st extent possible, lessons and units ofsti^dy should stress 
application rather than abstract theory. Shorter activities sliould be 
integrated with and related to sustained long-term activities. Students 
should be encouraged to use speciiic economic concepts \n discussing 
and thinking about possible group or indiv-dual long-term projects. 
Suidenls should also be encouraged to relate one concept to another, 
raid to relate speciiic concepts to their own cxi)eriences. 



The Teaching Siraicgies in the Master Curriculum Guide series provide 
examples of a nuniber of meaiis ol integrating economies into topics 
and courses :-'ommonly taught in elementar}- and sceondaa- schools. 
The Strategies vokim.es also provide a number of illustrations of how 
the same c'onomic concept can be taught with increasing sophisti- 
cation and relevance at '^arious grade levels and in different curriculum 
contexts. The concept of money provides an example Oi' this develop- 
mental approacii. The volume for grades 1-3 has a series of activities 
(pp. 1 18-123) designed to show thai the use of money is a more efficient 
way of exchanging; goods and ser/ices than exchange by barter. The 
volim.ie for grades 4-6 contains tv/o units (pp. 52-58) that ainpl;fy the 
concept of money and .ntr^ iucc the use of checks and banks. Th;^ 
volume tor grades 7-9 — junior high school--contains a more sophis- 
ticaied barter game (pp. 28-30), and the vokmne for secondiMy level 
U.S histoiy deals with problems of monetary' policy and inilatioi; dur- 
ing the Jacksonian period (pp. 3C -33). .^s the Joint Council produces 
additional Strategies voaimcs, revises previously pv»bHsh''d ones, and 
develops other new material. number of developmeruO sequences 
will gro'.. . 

Exhibit 9 presents Giliiard's cor )rehensive cataloL:',in - of the 213 
separate tea(diing activities in the MCG Strategies voliimes tliat have 
been publisliv^i to date. Her chissiiication is by broad coucLpt cate- 
gories, grade levels, and cognitive categories. 1 iic rhree cognitive c a(- 
egories were condensed from the si\ originally describ ed b\ Heniainin 
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Classification of Elementary- and 
Secondary-Leve! Student Activities in 
lACG Strategies Volumes by Main 
Economic Concept Categories and 
Cognitive Level Groups 

Number of Student Activities 



Elementary Secondary 

(grades K-6) (graaes 7-12) 



Cognitive Level 

A 63 -'-l 

B 16 10 

C '0 12 

Total t: ' -16 

CogniiivG Level 

P VI 11 

B 4 5 

C 3 16 

Total 24 32 

.^.;:;r.iti^o Level 

A b 1 

8 2 2 

C ^ ~ 

Total 11 3 

A 0 1 

6 ... 0 1 

C ^- 0 3 

Tot,- 1 0 5 



'The- cognitive-lGVei groups correspond to Diooni s taxonomy 
as follows Level A "knowledge" or 'comprehension". B 
"application", C "analysis " 'synthesis," or "evaluation " 

Bloom and his associates.*' GlUiards cognitive categon,^ A corresponds 
10 the t)rpes ol activities Bloom has termed "knowledge" and "compre- 
iicnsion." Cognitive category B corresponds to Bloom s category "ap- 
plication," ;ind category C corresponds to Bloom's categories of "ajialysisr 
".synthesis/' and "evaluation." 

As caii be calculated from Exhibit 9, 135 (G3 percent) of the 213 
separate Leach;:' g aciivities deal with the six concepts we have termed 
"fundamental economic concepts. ' Activities exist to teach these con- 
cepts with increasing cognitive sophistication in each of the multigrade 
groupings. Teachers generally perceive these concepts as being rela- 
tively easy to teach and learn because most can be easily personalized 
or presented in contexts familiar to elementary and secoiidary* school 
students. T'uese concepts also tend to be easily integrated into various 



'•Benjamin S. F^loom ct ods.. Taxonomij of EdiLcational Objectives. Hand- 
book I: Cognitive Domain (New \ork: McKay. 1956). 
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riuiiciiluui striirtiii-rs prcx-alci it in schools, As owe wh^ycs . in 
l\\lill)U Iroiu {\\c ['\\\uU\u\c\\{a\ (H'tmoiiiir concepts (o iniorocH'onoiiiic 
roiu'cj^s. to lu.icrtx'ronoinio (*ont\'p(s. (o ii itcriuit ioi lal ci-ouoiuii' cow- 
i op(s. {\\c A\ Ml\\)\c tcacliiiD; a(*tivi(it\s l)(HH)ni(' irwrr. Of (liosc (hat arc 
a\'ailahlt\ IcwtM' appcMi" for {\\c cltMiuaUarv Lirailcs wiiih* relatively more 
app,ear at (lie stuu)iitlarv le\'t*L This relleets a eoiubiiiat ion of laiiors: 
tlx* eoiu-epts invoK'eil are iiiei-easiiit»ly more eomplex. nuu^roeeoiioiiiie 
(•(Hiet^pts <iii(l international ei'on .-mie i'onet*j)ls are more iH)m])a( •:l.)le 
with the exist inv^ enrritaiinm at tlu* siHU)nilary level, and tlies(> (onerpts 
are mort* rek'v.mt to the knowled^t* and interest ot" stiuhaus at the 
liij.^lk ;M ad^ lex'els. 

W'e mirsl emphasize that I^xhibit \) itMlei^ts a eal:iloi4inp ot expe- 
1 ieiiee to dale, il is not ineaui to sno^est limits (o ev-onon^V's : istrnet ion 
.il ilie various tirade and eo^nit levels. Knoniedoe i^ i * i h - luiui e 
lUay alter (he (able sit^i litieanth'. In partienha'. w^' . i>. cu- 

eoiiia;\r ^Hlneatois to de\'elop more aeti\'ities in mk . aTv; 
in inuaiicitional eeoiiomies; but we ha\^e no wish k Hi i (Muvity 

and MiKi^ination of indi /idnal teaehei's and eni-i lenlna Me.->i,.!,ners in 
anv way. On tlu^ eontiary, we want (o eneoni-ai^e experimentat ion wit h 
\\i w and UMKHatixf wa\'s of li(Mi)int; students learn and apply all the 
I'asie eeonoiiiie e.).i(H'i)(s desei il.u'd in (lirs FrdJiu'irojk 
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